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OUTLINES OF ECONOMICS 


PART II. 

MONEY. 

Money is almost as old as mankind. Ceitainly it is as old 
as civilization itself. Literature of all times and in all countries 
is full of references to money, its use and abuse. In the Iliad 
of Homer, Thersites, "the uncontrolled of speech, .... reck- 
less in words, shrill orator" upbraids Agauicumon king of men, 
on various grounds and partly for greedily wanting gold as 
well "such as some one of the horse-taming Trojans may bring ' 
from Ilios to ransom his son." It is related of one of the great 
religious leaders of the world — "Jesus went into the temple of 
God, and cast out all them that sold and bought in the 
temple, and overthrew the tables of the money changers." — 
(St. Matthew, XXI. 12). 

Importanoe of the Monetary Syst^n. 

There is a dose connection between the system of exchange 
in a country and its economic development. The monetary 
The connection be- ^stem is adapted to the stage of indus- 
tween the monetoi^r trial life, reached by the people, and the 
system and economic higher the stage of industrial life the 
**”*”“• more devdoped is its system of money 

and exchange. Economic progress is in great part the cause 
and in some measure at least the effect of monetary progress. 
This, however, has been sometimes overlooked ; impulsive 
visionaries, indignant at the evils, springing from the immoral 
and wasteful use of wealth, have wanted to do away with money 
altogether and occasionally even economists of reputation have 
considerably underestiitaated the importance of money in rela- 
tion to the economic and sodal life of a community. 

u— I 
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OUTLINES OF ECONOMICS 


Hiatory of Money. 


In the early stages of human history there was no money to serve 
as a common medium of exchange, and so exchange was done by 
‘ barter ‘■(frzr. by the direct exchange of commo- 
dity for commodity without the use of 
money). The inconveniences of barter led to 
the use of money (i.e. a common medium of 
exchange). 

The three serious difficulties in connection 
with barter are the following : — 


* Exchange by barter 
at the first stage. 


t Difficulties of barter. 


(i) The first difficulty is the want of coincidence in barter— -it is 
difficult to find two persons whose disposable possessions mutually suit 
each other’s wants. If I want to get a hat 
(i) Want of coincid- by barter in exchange for a superfluous coat 
ence in barter. of mine, I shall have to spend a great deal 

of time in trying to find a man who wants 
a coat and at the same time has a superfluous hat which he will barter 
for my coat. 


(a) The second difficulty is about a measure of value. In the 
, , ^ . absence of a common medium of exchange, 

(a) Want of a measure commodity to be 

' exchanged for another? 


(3) Another inconvenience of barter results from the impossibility 
of dividing many kinds of goods (for 
’ n nieans of example, a coat) without destroying part of 
sub-division. value. 


Many writers of text-books on Political Economy have described in 
detail how these inconveniences of barter led to the use of money and 
the system of barter was replaced by the system of exchange through 
money. 


* The usual commonplace of text-books about a regular barter stage 
^ceding the stage of money economy is challenged by a writer in the 
Economic Journal (December 1921). — * ‘There is no knowm race of which 
it can be affirmed that they deal or haive ever dealt among thems^ves 
exclusively, or even mainly, by barter.'^ 

“The whole conception of a development of economic life from a 
barter stage without money to the stage of money economy is doubtless 

essentially false Certainly there has never existed in the history 

of human life a society normally dependent upon the exchange of 
goods without the use of money*’ (Cassel— Fundamental Thoughts in 
Economics, Chapter II). 

t Jevona— ‘Money and the Mechanism of Exchange, Chapter I. 
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Prof. Hfldebtoiid’t llieory. 

Indeed Prof. Hildebrand goes so far as to lay down three definite 
and successive stages in the history of civilizafion, (a) the first stage 
Prof. Hildebrand’s characterised by the use of barter; 

theory of monetary evo- (b) the second stage by the use of money; 
lution (c) and the third stage by the use of credit* 

Recent investigations have however shown that Hildebrand’s cut- 
and-dried theory of progress from one stage to another cannot be 
accepted as correct. Barter, money, as well 
now rejected. credit are to be found existing side by 

side amongst comparatively uncivilized 
peoples, and also among highly civilized peoples, the relative impor- 
tance of the three elements l^ing different in different times and under 
•different conditions. 

Commodity Money. 

The history of commodity money is a subject of remark-^ 
able interest. In the hunting stage, skins and furs form the 
medium of exchange. In the next higher stage of civilization, 
in the pastoral stage, cattle and sometimes slaves are used as 
the medium of exchange. Articles of ornament, like the 
wampum beads among North American Indians and cowries in 
Asia, are also used as currency. Corn, oil, tobacco, dried fish, 
salt, cubes of tea, pieces of cotton cloth, even straw mats have 
been used as money in various times and places. 

In course of time and on account of their superior con-] 
lenience and other advantages, the metals specially gold and\ 
silver have replaced other commodities as money in the indus- ] 
trially advanced countries of the world. 

(The precious metals are expensive. So we have paper 
money. There is a large circulation of paper money in addi- 
tion to metallic money within every civilized and progressive 
cQuntry, paper money economising the use of the precious 
metals in the country). 

Char actwittics of yood commod ity Money. ' ^ 

It has been seen that a great many commodities have been 
used at one time or another as money. A commodity should 
possess certain qualities in order to perform its functions as 
money to the best advantage. 
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(1) The commodity should have (^ce piabjU^^ in 

order that it may be a good medium Wehange/" aff 3 thus 
should have value in order that it may measure and store value. 

(2) The commodity should have a Heady {pr jtable) value. 
It must have this quality if it is to pei?oimpicpe 

tions of storing value and acting as a standard of deferred 
payments. 

(3) The commodity to be used as money should be also 
durable, it should have indefinite durah Ui ty . The metals, gold 
and silver, possess this element ofHuraDTfity in a greater degree 
than other metals like iron, etc., and much better than agricul- 
tural products and so they are more suitable for use as money. 

(4) It should have large value in pnall lmlkj^ it be too 
bv&ky it would be inconvenient for use as money. Of course 
the commodity to be used as money must be selected according 
to the needs and the economical development of the country. 
Copper is a convenient medium of exchange in China with its 
smaller scale of payments ; but in the United States with its 
large scale of incomes, copper would be bulky and incon- 
venient and gold is required as a medium of exchange. 

(5) It should be fasily divisible and homog eneous, and 
should be suitable for^making payments in all sums large or 
small. Again it should be aggregatable, i.e. portions of it 
must be capable of being put together into a single mass without 
loss of value. 

(6) It should be cog n isable, i.e. it should be capable of 
being quickly and eaS^recogmsed. Otherwise people using 
it as money would be constantly running the risk of being 
cheated by a fraudulent substitute. 

Gold and silver are very easily recognised by their colour, 
their sound and their weight. 

(7) It should also be malleable^ i.e. it should be suitable 
for coining and imprinting. ' 

Jevons* enumerates the following qualities in the order 
of their importance as qualities which should be possessed by 


• Jevons— Money and the Mechanism of Exchange. 
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the material of money— (i) utility and value (2) portability 
(3) indestructibility (4) homogeneity (5) divisibility (6) stability 
of value (7) cognisaWlity. 

It is obvious that the precious metals, gold and silver, 
combine in a larger degree than any other substance the qualities 
required to make a good commodity money. Gold and silver 
are homogeneous, divisible, cognisable and malleable, they, are 
very durable, they have great value in small bulk and a value 
steadier than that of most commodities. Prof. Jevons has 
remarked in this connection : gold and silver, we may 

say with Turgot that by the nature of things they are con- 
stituted universal money independently of all convention or 
law/* , 

It is to be noted that general acceptability and stability 
of value are the two most important things in any system of 
money. A thing which is not generally acceptable to all 
persons in a country in exchange for commodities and services, 
cannot serve as a medium of exchange for buying and selling 
commodities and services in the country — it cannot serve as 
money. Also money without sufficient stability of value cannot 
do the work of money well — ^it cannot be good money. The 
yard of 36 inches is the standard measure of length and it 
should remain fixed at 36 inches if it is to measure lengths 
of cloth, wood, etc. properly — ^if the yard is tnade 33 inches 
one month, 38 inches next month, 37 inches the month after, 
if the standard of measurement varies in this way, it will 
upset all calculations. Money is the measure of value, it is 
the standard for measuring values of commodities and services, 
and if the standard itself varies seriously, it will upset all 
calculations as regards values of commodities and services and 
greatly disturb the economic life of the country-r-stability in 
the value of money (stability in.’ the purchasing power of money 
in relation to commodities and services) is what is most^ 
important in a good system of money. Refer to the evil effects 
of large and rapid changes in the value of money in pages 4^49* 

The increasing use of paper representatives of the monetary 
unit in the monetary circulation of civilized countries ia 
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making economic science emphasize more the importance of 
stability in purchasing power. 

* Functions (uses) of Money. The work done by 
Money. 

The fundamental functions of money (the functions per- 
formed by money practically in all countries and in all times 
where and when money is used), are the following. 

* Definition and Functions of Money. 

There is no complete agreement as to what we mean by money. 

Mr. D. H. Robertson in his Money uses the term money ‘to denote 
anything which is widely accepted in payment for goods, or in discharge 
of other kinds of business obligation.* According to him money is a 
'medium of exchange'; ‘but it is not necessary that everything which 
is a medium of exchange should itself be also a standard of value but 
only that it should be expressed in terms of something which is a 
standard of value.’ 

“The fundamental uses of money are to serve as a medium of 
exchange, and to act as a measure of value. Which of these was the 
earlier is uncertain as well as unim^rtant. As soon as the difBcultiea 
of an extensive barter disclosed themselves, the employment of a 
commodity for the one purpose implied its use for the other 

Fonctioiu of Money. 

The fundamental utility of money, therefore, is its acceptability or 

exchangeability Ordinary commodities have a more or less 

limited acceptability; money is the one thing that possesses general 
acceptability. 

Historically almost every imaginable commodity has been used for 
money. Whatever happenea to be common and at the same time 
widely wanted, served as money.” (Seligman — Principles.) 

Also Mr. Robertson notices the following advantages of money : 

(i) The Advantage of Money to the Consumer. 

“The first great achievement of money is that it enables man as 
consumer to generalise his purchasing power, and to make his claims 
on society in the form which suits him best. If there were no money, 

people would have to be paid for other services in kind; The 

existence of a monetary economy helps society to discover what people 
want and how much they w'ant it, and so to decide what shall be 
produced and in what quantities, and to make the best use of its 
limited productive power.” 

(a) The Advantage of Money to the Producer. 

“The second great achievement of money is that it enables man 
as producer to concentrate his attention on his own job, and so add 
more effectively to the general flow of goods and services which con- 
stitutes the real income of society The existence of money 

seems to be a necessary condition for any great development- 

of the division of labour 
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(a) Money of exchange fo r buying 

and sellin5"^HJIBfflo3ffties ^ ^ 

Money serving as the medium of exchange removes the 
inconveniences of barter and thus facilitates exchanges of all 
commodities and services in markets. 

This is a service which is rendered by money in all 
economic stages. 

(b) The functiim of money the st andard (or measure) 
of vnlm, 

^*T1ie function of measuring value is almost inseparable from 
the first function, and this is also performed by money practically 
in all economic stages. When we say that money is a measure of 
value, we mean the amount of value in a unit of money may 
be taken as a unit of measure for calculating the value of 
goods ; we reckon the values of goods in terms of money. 

Increasing emphasis upon the function of Money as a 
standard (or measure) of value. 

Ill the United States, Britain, Germany and other leading countries » 
paper representatives of the monetary unit (bank notes, government 
paper money, cheques) constitute a much greater part of the circulation 
than the quantity of metallic money. 

‘*The nature of the changes which the monetary system itself has 
been undergoing cannot lie better illustrated than by the alteration in 
the exphasis placed by economic science upon the two functions which 
money is traditionally regarded as fulfilling — the function of acting as 
a medium of exchange and the function of acting as a standard of 
value, or, as it used to be put, as a common denominator of value. 
Victorian economic theory emphasised the first, modern theory 

emphasises the second, of these functions To an ever-increasing 

extent, paper representatives of the monetary unit constitute the hand- 
to-hand currency in circulation. The symbolic character of the 
monetary unit has emerged into the foreground while its relation to 
some actual physical material has receded.” — Macmillan Committee 
Report on Finance and Industry, 1931, pages lo-ii. 


(3) The third ^at achievement of money is closely allied to the 
second. It consists in this, that money immensely facilitates the making 
of loans and payments in advance of all kinds.” 

Prof. Knapp propounds an interesting point of view in his State 

Theory of Moitey : **Money is a creature of Um The soul of 

the currency is not in the material of the pieces; but in the legfl 
ordinances which regulate their use.” Of course he is not an advocate 
of paper mone}^, pure and simple. ”It is well for any State to wi'sh 
to keep to specie mon^ and to have the power to do so.** 
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ICinley on the functions of Money. 

Kinley thus classifies the functions of money : — 

**The functions of money may be described as essential, or those 
which are necessary in all economic stages; as derived, or those which 
flow from, or are dependent on, the essential services; and as contin- 
gent, or those which flow from the conditions of a particular economic 
stage. 


Essential Service of Money. —The essential services of money are 
measurement of value and facilitation of exchange." — Kinley,, Money, 
1916, pp. 59-60. 

The derived functions of money are : 

(a) To, serve as a standard o f deferred 

Under the modern credit system, a coftsiderable time often passes 
between the contracting of a debt and the payment of the debt. In 
these and other deferred payments, it is thought desirable that the 
borrower should return to the lender the same value which he borrowed. 
Money serves as a standard for these deferred payments. 


(b) To transfer value. 

Money transfers value from time to time as well as from place to 
place. It serves both for the place-transfer and the time-transfer of 
purchasing power. 

(c) To store value. 

Money serves also as a store of value. When we want to store 
value, it is more convenient to hoard money than any other commodity. 
The demand for other things may fall away, but money is always in 
demand. (Money serves for the place-transfer and the time-transfer 
of purchasing power because it is a storer of value). 


The contingen t functions of money in the present state of econ omjy 
society aTe l^lfie ‘ ^ 

(o) The""* 3 istrib ution of social income, (h) The^ equal isatio n, of 
gjargmal utnSy in~ 1 S 5 ngftlTmiUAtB.'»*(gy 

capital: 

(a) Under the present system of division of labour and exchange 
few men produce what they consume. They are j>aid for what they 
produce in money, and with this money they buy what they want to 
consume. Money in this way serves to distribute the wealth that is 
produced among the factors engaged in the work of production. 


(b) Money enables each individual to spend his income in such 
a way. that each unit of money spent shall bring him goods of the 
same marginal utility— thus the individual gets the largest value for 
the money spent by him. 

(c) Another important service rendered by money is that it serves 
as the basis of the gigantic structure of modem credit. The modem 
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credit system is based upon a reserve of metallic money, and this cash 
reserve is used to guarantee the payment of the balances of credit 
transactions. Credit paper (for example, cheques) will not be .accepted 
in payment but for the fact that there is a cash reserve to secure the 
payment of the cheque in metallic money when so required. 

(d) Money is the embodiment of generic value, it is general capital 
and owing to its high mobility it is ready for use whenever any new 
opportunity offers and thus extends production and exercises an 
influence to keep it at its maximum. 

Money can perform its functions properly and efficiently 
if the 'value of money (its general purchasing power) is secured 
from violent changes and fluctuations. Refer to pages 48-49, 
52 - 54 - 


DEFINITIONS OF MONEY. 


Money (a) in the narrow sente (b) and in a wide aente. 


To define money is difficult because the word money in 
ordinary language as well as in Economics is used to indicate 
any one of a number of things. A 
defining controversy has taken 

place as to the proper definition of the 
term ‘‘money” ; and this controversy has been largely due to 
the fact that different writers have referred to different things 
by the same word money. The difficulties of definition dis- 
appear as soon as we decide in what sense the word money 
is properly used. 

A writer’s definition of money depends upon the view held 
by him as to the nature of money, and to the services rendered 
by it. 

Some of the different views held as to the meaning of the 
word money are given below : 


(i) Money i&.< ometimes. ased to commodity joanej. 
According to this view only money is money because 

it has ’aPvftliie' ' Fa'sed" on its dir^ use 
ITie word money used consumption ; it has an intrinsic 

in a narrow sense. value due to demand for it for other 


than monetary purposes. Pajpa : money. il n ot .mcjoey becatoe ’ 
paper has very littte intrinsic value. 
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This view is not correct. Common usage is against using 
the word money to mean only metallic money and not paper 
money.’ Paper money is also money, it performs money func- 
tions and it has value if there is a demand for it as monev. 


The word money is 
need in another narrow 
sense. < 


(2) The word money is sometimes used also to mean 
mon ey instruments [imiolUp^Money and 
^&per money), the govern- 
mcnf— bank notes ai'J*’" other things 
being thus excluded* firom the category* 

of money. ^ 

This meaning of the word money (as it excludes bank 
notes) is also too narrow and is against qpmmon usage and 
the general practice of economic writers. 

(3) Money is also used to describe {a) money made of 
gold and silver and paper money (c.g. bank notes and notes 

issued by the goyejnmehtj which are 
gehefalljr acceptable as money and 
(h) also bills of exchange and cheques 
which are^not generally acceptefel®- - Cheques and bills of 
exchange are not generally acceptable as a medium of exchange, 
as they cannot be accepted from persons little known and of 
little credit — ^tliey do not perform the essential money function 
and so arc not money in the usual sense. 

‘ (4) {The term money should he properly applied to all 

media ofixchange (viz. metallic money, paper money or notes 

The proper sense of ‘"“f, government and by 

money, the sense in reliable banks) which are generally 

which it is generally acceptable, which pass freely from hand 

to hand as media of exchange even 
among strangers within a country. These media of exchange 
perform properly the essential money function of a general 
medium of exchange, they do the money work and*so they are 
money in the proper sense of the term\ 

. In India, money in this sense womd include (a) metallic 
money, gold and silver and (h) the paper money or notes issued 
by the Government. In the United States, money includes the 
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metallic and paper money issued by the Government and notes 
issued by banks. Metallic money, notes issued by a Govern- 
ment or by a solidly established bank are instruments of 
general acceptability, they are readily accepted by all persons 
in payment from all persons, known parties as well as 
strangers ; so they are money. 

When the paper money of an unsound bank or of an insol- 
vent government ceases to be generally accepted by the people 
it ceases to be money in the proper sense of the word. 

Some dejfinitions of Money. 

(1) t Ely’s definition of Money. 

Money is anything that passes freely from hand to hand, 
as a medium of exchange, and is generally received in final 
discharge of debts. 

(2) Kinley’s definition. 

'We may limit the term money to that part of the medium 
of exchange which passes generally current in exchange and 
settlement of debts, without making the discharge of obligations 
contingent on the action of a third party or on the action of the 
payer by promising redemption if the money article does not 
pass.’’ 

( 3 ) Robertson’s definition. 

"There is no very general agreement upon this point ; but 
as with so many other economic terms, it does not matter very 
much what meaning we adopt as long as we stick to it, or at 
any rate do not change it without being aware that we are 
doing so. In this book, the term money will be used to denote 
anything which is widely accepted in payment for goods, or 
in discharge of other kinds of business obligation.” 

(4) Money may be defined as that which does the money 
work of serving as medium of exchange being generally 


• Elementary Principles by Ely and^Wicker. 
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accepted in payment for goods and services. National money 
serves as a medium of exchange within a particular country ; 
international money serves as a medium of eltchange between 
nations. 

It will be seen that in each of these definitions, serving as 
the medium of exchange is regarded as the fundamental func- 
tion of money. 

A simple and adequate definition is this : The money of 
a country refers to that which is widely used to buy commo- 
dities and services and measure their values. 


COINAGE AND CURRENCY. 


Coinage. 

The manufacture of metallic money is called coinage. 
Coins are stamped and certified pieces of metal ; and the 
object of a good system of coinage is to secure uniformity in 
coins of the same kind, convenience of shape, size and weight 
and to prevent counterfeiting 

In all advanced modern countries, coinage is a function 
exercivSed by the government, an authority in which every one 
has confidence. 

The charge for coinage. 

A country is said to have a system of free coinage of a 
metal when every private citizen having bullion is allowed to 
bring it to the mint and to have it converted into coin. 

On the other hand, a country is said to have limited coi^^e 
when coinage is done only on government account, and when 
the private citizen is. not all owed_ to bring bullion into the mint 
and to have it converted into coins. There is no free coinage 
of the rupee in India, it is subject to limited coinage. In 
pre-war England, the sovereign is subject to free coinage. 

■ A system of free coinage does not necessarily imply in all 
Cases that no charge is made by the government for c<»nage. 
Under the system of free coinage we may have 
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(a) fratuitoj^ coinag e when no fee is charged by 
the government lor the work of coinage ; 

(b) coinage pn payment 

The fee charged by the goySSmSit for coinage is called 
brassage when it is exactl y eq ual to the^ coinage. 

If a fee la rger th an the cost of coinage is charged by the 
government, the fee 'Is^ called expression 

seigniorage is also sometimes used to include brassage). 

The rate at which gold coin is given by the mint in 
exchange for gold bullion is called the of gold. 

In pre-war England, the mint-price of standard gordTs \?C3 17s, 
io%d. per ounce, i.e., each ounce of gold is manufactured into 
sovereigns at this rate. 

The Gurrency. 

The medium of exchange in a country includes (a) the 
e/,Xfig.er(ri. Cltfia:ilflto.4>r the currency (or money) 
including (i) metallic money, (2) inconvertible paper money, 
(3) convertible notes. 

tneitii of restricted circulation including credit 
paper., which dbes'^'iiofT^cuIa^^ e.g. chequ e£"lihd 

drafts, reore^nting bank d^e pqsits and bills o f fjcf^hange , 
senting goods. 

* The Kinds of Money — Standard Money. Token Money. 
Credit Money. Legal Tender Money. Common Money and 
Bank Money. 

The currency of a country includes Standard Money, Token\ 
Money and Credit Money. 1 


* DiflFerent kinds ci Money. 

Bconomiats differ in their classification of money. 

Mr. Robertson notices the following classes and sub-classes : 

Bank Money and Common Money; Legal Tender, Optional and 
Subsidiary Money; Convertible and Stan^rd Money; Token and Full- 
bodied Money. 

Prof. S^ligman gives the following classification : 

* 'Money may be daasified in three ways— as actual and ideal money, 
as metallic and paper money, as standard and token money. 

. (1) Actual money is thi^ which actually circulates. Ideal money 

or money of account is that in whidi accounts are kept...’. 
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is that money which measures the values 
of commoiJnies w services in the country and to the value 
of which the values of all other kinds of money are adjusted. 
The standard coin is one of which the value in exchange 
depends on the value of the metal contained in the standard coin. 

T oken is money whicli is used as small change 

geneinuy in tran^ctioiis of comparatively stnall value. Token 
money is generally made of a bas er m etal than the standard 
money ; and the'^value of a token coin is higher by law than 
the value. of t}ie metal fontained in the token coink 

In England the shilling is a token com. As a com, the 
shilling is worth ^lyth of a pound, (20 shillings are equal to 
£1) ; but the value of the silver contained in the shilling is 
worth much less than ^‘j^th of a pound. The penny is also 
a token coin. 

In India the rupee is worth more as coin than what it is 
vorth as metal when it is melted. And so the rupee is also 
token coin ; other token coins ill India are the two-anna bit, 
Igie four-anna bit, the nickel anna and the pice. 

Credit mon ey or paper money is issued on the credit of 
the government or on the credit of a bank and it is readily 
accepted by the people if the people have confidence in the 
credit of the institution issuing the money. 

One important thing to remember is that other forms of 
money (token money, credit money) are exchangeable directly 
or indirectly into standard money. 

The currency of a country includes Mone y 

and money that is not legal tender. Legal Tender mSSe^ is^ 
money which a creditor is obliged by law to receive in repay- 
ment of a debt due to him. 

(2) Paper money as opposed to metallic money may be subdivided 
into three classes— representative, fiat, and fiduciary money. Represen- 
tative money consists of paper which certifies that an equivalent amount 
of coin or bullion is deposited in the government treasury, like the 
American gold and silver certificates. Fiat money consists of paper 
whose value rests on the fiat or declaration of the government, like the 
American greenbacks. Fiduciary or credit money consists of promises 
issued by private or semi-private institutions to pay coin, like the ■ 
national bank notes ** 
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Generally the standard money is made unlimited lejB^al te nder. 
i.e. it is* ma de legal tender up to an unlim iteid amount The 
sovereign is^limited l^al tender in pre-walTEngland. Token 
money is generally made limited legal tender, i.e., legal tender 
up to a limited amount. In England the shilling! ~ a token 
coin, is legal tender only up to forty sh illings. In India the 
rupee, though a token coin, is unlimited legal tender. In 
India, the sovereign and the half-sovereign are unlimited legal 
tender, and so the rupee an d the half-rupee the subsidiary 
coins of silver, nickel etc. are legal tend^ lip to a limit of 
Re. I only. %. 

The standard money is (a) subject to free coinage (b) beinn 
subject to free coinage has its nominal value or coin value 
to its intrinsic value as metal (c) and is unlimited legal tender^ 

Token money is (a) not subject to free coinage but is sub-l 
ject to limited coinage at the discretion of the government andi 
(b) it has a face value or cpin value greater than its intrinsic | 
value as metal, and (c) is very generally limited legal tender] 
and may be regarded as subsidiary money. ^ 

fA distinction is sometimes made between (a) common 
mone y or money which is universally acceptable within*^ gi^tST 
I’lBFRlcal area (or country), and (b) barik money which requires 
special knowledge and the making W"special arrangements on 
the part of the recipient. 


MetfJlip ^Money as Standard Money. Paper Moncgr^ ^ 1 

Standiord-MD^;*^^^^^^ 

The standard money of a country is that money which 
measures the values of commodities in the country and to 
the value of which the values of other kinds of money in the 
country are adjusted. The standard money is very usually 
unlimited legal tender. 

of gold only. Another country may have standard monev of 

goty^oOlao oi 

or the pQtt ble^^mdmd^ Britain, United State^’WS^VBB^ 
other countries to^^day ^Blive not a gold standard but a paper] 
standard — ^the standard money being paper money inconvertible] 
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into gold. In Britain the standard money now is the paper 
pound (the note) — ^the pound sterling — and Britain is said to 
have a sterling standard. ^ 


Some important monetary questioniC 

Three most important topics in the study of Money — in 
‘‘the still-vex'd Bermoothes'** of monetary controversy — are 
the following : 


Value of Money — how to measure changes in 
■ ValTO Mon^ iSTuitS^ 

II. The cautet which brine about change* in die Value 

_ j, . 1# >. rti* ^ .wi* —■■■■ i*. i . - ■“■ m t u B a inaae 

or Mon ey. 

III. The effect* ot change* in the Value of Money. 

I. Mea*ureinent of change* in the value of money — 
Index Number*. 


Eie changes In the purchasing power of money are measured by 
Index Numbers Of prices.J 

At first sight it might seem impossible that changes in prices can 
be measured, because the prices of different commodities are some- 
times moving in different directions. This difficulty however can be 
overcome by averagings— if the price of one commodity rises 30 per cent, 
and if the price of another commodity falls 30 per cent, we may say 
that on an average, the prices of the commodities have neither fallen 
nor risen. We may take the prices of many commodities and averaging 
them find an average price for some standard year; and by comparing 
the average price in another year with the average price of the standard 
year, we may measure changes in average price of commodities, and 
from that we may calculate changes in the value of money. 

tif the average price of commodities has 
Change in the value fallen, obviously the value (the purchasing 
of money calculated p^^er) of money has risen; and if the 
through an average average price has risen, the value of money 
Has fallen! 

, negation between the value of money and prices (i.e, the price level 
of cofhnwdities). 

When 40 seers of rice ai^e ^Id for Rs. 4, then the purchasing power 
of a rupee equals ten seers of rice. When the frice of the commodity 
has fallen from Rs. 4 a maund to Rs. 3 a maund, the ^chasing power 
. of money {of the rupee) has risen from 10 seers to 13^ seers; 


Shakesy^are, The Tempest, 1 . ii. 
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To put It in more general form a falljn the price Uvtl €, generali 
prices of commodities) means an inareaseH ^fS^ciasheg p<mer af moneyi 
and a nse tn general prices means diminished purchasing power of\ 
money. The reciprocal retation between changes m the purd^ing 
power of money and changes m the level of prices should be carefully 
remembered 


Purpoaet for which Index Niunbeifs are med — 

the services rendered by index numbers. 

(i) To find for the student of economic hist q y y a rough mcMisure 

ir ^min JWtfii aT showo bjr m SK 

purchasing pouer of money. 


(2) To supply means for me asjjnag. aM5«ftlWcl»Win^ , 

]jermcomes in the same^untry at different periods 

amofig drfigjreht peoples 

(3) To tuHlish a basis for the equitable discharge of long-term debts. 


t o mu£^ad^)^leiy 

economists like Irving Fisher, Gustav Cassel, J M Keynes and others^ 


How to construct a table of Index Numbers — general 
rules.*" 

The chief points in the construction of a table of index numbers 
are the following 

(x) The selection of a standard or basic^ period » 

(2) rH r: 3 mmon of commom«s 

(3) The collecti on of Ptice QMOtdUOJiS of the selected commodities 

at different penods , .«/! th. //t 

terths^ prices of rnese commodities en the besie period 

(it)' Average of the pric^ ratios”^ * ” ^ 

(1) ^assre pmd - — 

First, we take up the question of the basic period 

One period is to be selected as the standard or basic period and the 
prices of other periods are to be compared with the prices of ttie 
standard period (The standard period may be selected as one 
particular year, e g , Jevons took the year 1871 as the standard i>enod . 
but some economists select a longer period, a ^ries of more or less 
normal years as the basic period for i^ex numbers) 

(2) f Selection of commodities 


* According to Prof Marshall, the best base for any year seems td 
be the previous year. 

t The numuer ol commodities selected variw. The well-known 
'Economist* index number is based on 22 commbdities ; that d Sauupr 
beck on 45 commoditiai;i. Falkner takes a large number and ineludes 
2S3 commodities in all tJfieiiet^The Purehmng Power of Moneys, 
Chapter X) ^ 

H'— -2 ^ 
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Another difficulty lies in the proper selection of commodities of 
which prices are to be taken. The list of commodities must be as 
representative as possible. 

It must include important food grains, raw materials, manufactured 
•commodities, the principal articles of production and consumption end 
trade in the country. (In the various sets of general index numbers 
prepared by different writers and Governments, the number of commo* 
dities taken varies ba^but it is never less than twenty). 

(While constructing index numbers for special purposes, we must, 
in selecting commodities, pay attention to the special purpose in view. 
For example while calculating changes in the purchasing power of the 
income of the working class we must select those comm^ities which 
bulk largely in the family budget of the working man). 

(3) Collection of prices, and calculation of price ratios.. 

A third difficulty lies in the proper collection of prices and 
calculation of price ratios. 

In the collection of price quotations, care must be taken that the 
prices, quoted for the same commodity, in succeeding years are for the 
same quality of the commodity. 

We should take wholesale or retail prices according to the particular 
purposes in view. Wholesale prices are more accurately known, 
apply to a larger area and are generally more convenient for general 
purposes. For the purposes of showing the change in the cost of living 
of any particular class of people retail prices must be used. 

When the prices of the representative commodities in diherent 
periods have been collected these prices must be expressed as ratios of 
the prices of the same commodities in the standard period. 

(4) Average — question of weighting. 

The averaging of the prices of the commodities in each period can 
be done in many ways. 

The simple arithmetical average (with a large number of repre- 
sentative commodities) yields practically as go(^ results as index 
numbers obtained by other kinds of averages (weighted and unweighted) . 

It is best therefore to use the simple arithmetical average; and 
this is found for any particular period by summing the relative prices 
of the commodities and then dividing by the numW of commodities. 

The average price may be calculated in the following different ways : 
<i) The arithmetical average may be taken. •Sometimes the average 
price in a particular period is calculated by taking (2) the geometrical 
enterage, the nth root of the product of the relative prices of commodities. 
Other kinds of averages are (3) the median which dirides the relative 
prices of one particular year into two halves, half of t&e relative prices 
above the median and the oth^ relative prices being below it 
dpd '(4) the tnffde. 

Again when calculating the average price for any year, the same* 
importance may not be attached to all the commodities. A commodity 
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which is ^re important in the consumption or in the trade of the 
eoimtry will not have the number xoo assigned^ to it but a higher 
number, the exact amount of weight to be given to each oomm^^ty 
depending upon its relative importance for the particular purpose in 
view. This sort of average is adled the wighUd aver age. 

Weighted index numbers seem to be theoretically preferable; but 
numerous experunents have shown that different systems of weighted 
index numbers and a system of unweighted numbers (with a large 
number of representative commodities) yield almost the same results. 


A typical tabic of Index Nnmbert, 

,iii,iii |g,|| I I ->i<i rtiTiTi 1 -I’-- 

The actual formation of index numbers of prices is shown in the 
following table. The table is formed by following the general rules 
already discussed relating to the construction of index numbers; and 
for the purpose of simplifying the thing only six commodities have 
been taken, a number which would be quite inadequate in actual 
practice. 


iUce per bushel ... 
Wheat per bushel 
Steel per ton 
Sugar per pound ... 
Coal per ton 
Tea per lb. 

Average price 


1890 
Ra. as. 

• 3 o 
. 2 o 
. 60 o 


zoo 

zoo 

zoo 


0 8 xoo 
8 o zoo 

1 o zoo 


X900 
Rs. as. 

3 o 
2 8 Z25 
50 o 83J^ 

0 la 150 
7 o 

1 4 1*5 


I9ZO 

Rs. as. 

a 8 83X 
a la i37Jtf 
40 p 66 ^ 
O 10 Z23 
8 8 zo6^ 

Z 2 ZZ2^ 


6oo-i-6s:zoo 627W+6 =zo 6?^ 6u^-i-6»xo^A 


(z) In the above table the year Z890 is taken as the standard year. 
The prices of commodities in o&er years are compared with the prices 
of the same commodities in the standard year. 

(a) Six commodities, viz. rice, wheat, steel, sugar, coal, tea have 
heen selected as representative commodities. 

(3) The prices of the representative commodities in the standard 
year i^d in other years have been put down in the table. The price 
of each commodity in X900 and zpzo has been expressed as a percentage 
of the price of the same commodity in the standard year 1890. 

The price of rice in Z890 is Rs. 3 and if the price of rice in 1890 
be represented by xoo, the price of rice in the yuar xpoo (Rs. 3) will 
he represented by the dgttre 66 ^. Prices of the other commodities in 
other years are aisaShtadiy expressed as percentaggi of the prices of 
those commodities in tiie stawtad year. 

(4) The simple ari^bmetleal average of tihef relative prices of coni^ 
modities eadi year has been aaed^to fobh average price of eadb 
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ytaixr-’fhn avenige price in 1890 is zoo, the aveiage pricf i» 1900 ia 
X064 ^4 14 19x0 ih » zo 5|7 The average price of each year ia 
cdl^ the In 4 t» Nfm^r of t&at year. 

In tbe above taUe of index numben tbete has been no weighting 
of any particnlar commodity. 

Index Nnmben for Calcutta Prices. 

Suppose we are asked to construct a table of index numbers for 
prices in Calcutta for 15 years from 1899 to 1913 

(i) Then the year 1899 to be taken as th$ stanaata year. That 
year was however a famine year, and not a normal one ; and so it would 
be better to take, as the basic period, the whole period from 1890 to 
1899 which may be taken as a normal period, free from abnormal 
fluctuations. 

(a) Calcutta is a port where modem economic conditions are more 
pronounced than in the rural parts of India and where the number 
of articles, for which price quotations are available, is much larger than 
in the interior tracts. 

The representative commodities in. Calcutta are rice, wheat, dal,, 
milk, ghee, mustard oil, potato, sugar, salt, tobacco as articles of 
general consumption and articles of foreign trade like jute, cotton, 
hides, oilseeds, tea, coal, and iron, etc. It should be noticed that prices 
in Calcutta are related on the one hand to prices in the interior tracts 
of India and on the other hand to prices in world markets. 

(3) The arithmetical average of these prices will yield practically 
the same results as any other system of averaging; and so the arith- 
metical average may be taken. 

Limitatioiis of Index Numbers. Practical and other 
difficulties relating to the construction of Index Numbers. 

How far do index numbers satisfactorily measure changes in the 
purchasing power of money? 

The value of index numbers for the purpose of satisfactorily measur- 
ing changes in the purchasing power of money depends upon the 
following conditions : 

(1) Whether the commodities included in the table are representa- 
tive and are properly selected for the particnlar purpose in viewj^ 

(2) Whether the prices of the commodities are known to a sufficient 
degree of accuracy. 

(3) Whether the standard or basic period is judiciously selected. 

(4) Whether the averaging of price ratios, and weighting (when 
it is necessary) are done with discrimination and judgment. 

Index numbers of prices of comnxo^tieS may be used to measure 
Ss^nges in the purchasing power of mciney as regards the income of 
^e working or any other riafs la a country, but there are 

poetical difj^lUps in the i^ay, Wage*eamers purchase commoditiea- 



MOffEY 


for their c»lisuiiif:itiott retail, and so sneh index sttidbers tri^ teqdite 
retail prices and accurate retail prices are difficuft to get. Xttm 
numbers based on inaccurate retail prices will hot nteasure satistecto^ 
changes in the purchasing power of mosey used ink consnmpticu 1^ 
the working class or smne other class. 

The practical difficulties may be overcome by better arrangements 
for getting substantially accurate retail prices in modem countries. 
But there are more fundamental difficulties^ They must be seriously 
considered. 

Index numbers are to measure changes in the value of money. We 
must make sure in the beginning that these changes in the value of 
money are to be measured for what purpose. The selection of commo^ 
•dities will depend upon the particular purpose in view. 

If the index numbers are intended to measure changes in the 
value of money in the most general sense for a particular country, then 
the selected commodities must include important articles of consump*^ 
tion, and also all other things exchanged including land, houses, 
.securities, also the cost of such services as railway carriage or education. 

Again if we want to construct index numbers for measuring 
•changes in the cost of living of families in a country, we must have 
a definite idea as to changes in whose cost of living we are going to 
measure. The cost of living of an Indian labourer in a jute mill includes 
certain commodities; the cost of living of an Indian doctor or lawyer 
of moderate practice does not include exactly the same commodities os 
are consumed by the average Indian labourer. So for the construction of 
index numbers for measuring changes in the value of money to different 
•classes of persons in a country as regards their cost of living, the 
selection of commodities must be different in different cases. Index 
numbers based upon commodities used by the average Indian labourer 
•may show a fall in the value of money (the money income of the 
labourer) by 25 p.c., indicating a rise in the cost of living as regards 
the labourer’s family; but the change in the cost of living as regards 
the family of the doctor or lawyer may be different depending on some- 
what different commodities. The doctor or the lawyer will require more 
education, better qualities of food and clothing, more comforts and 
luxuries generally for the members of his family than the labourer. 

The right selections of commodities for constructing index numbers 
for such difierent purposes have their serious difficulties which cannot 
be always overcome. 

SuppM we select the commodities consumed by on average 
labourer in a particular year. We form an index nuiiibi^ based upon 
these commodUties akid t^e the particular year os the standard year. 
We consid^ the indek numbers of these commodities based upon their 
prices tw^ty years^ after. We find that the mdOx number has risen 
from 100 in ^e st^dM year to 150 twenty, ytkxa after. Apparently 
the oost cl lining bl the 'Ubotbrer has been jnmased by 50 
reality it may be fiiuch less. For the labouorer may be using tfot iSfH 
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same commodities as he was using 20 years ago; he may be using some 
cheaper snbstitntesi and as regards other commodities he may be using: 
more of those commodities which have fallen or not greatly risen in 
price, and he may be using less of those commodities which have 
greatly risen in price. This brings to light the danger of depending 
too much upon index numbers as indicating exactly changes in the 
value of money to any particular class of people. 

Ind^ numbers are thus useful as an instrument for roughly 
measuring changes in the value of money — ^but not exactly and 
accurately, 

**The conclusion then is that neither in practice nor perhaps even 
in theory is it possible to measure accurately changes in the value of 
money. Nevertheless there is no doubt that the value of money does 
change, and, if sufficient care is taken, measures accurate enough for 
some practical purposes can be found and used” — ^Robertson, Money, 
1930, p. 27. 

As Marshall has stated : ”a perfectly exact measure of purchasing 
power is not only unattainable but even unthinkable.” 


n. HOW THE VALUE OF MONEY IS DETERMINED. 

The causes which bring about changes in the value 
of money — ^how the value of money is determined. 

* Theory about the value of Money. 

A difficult and most important topic in the theory of money 
is the determination of its value. 

I. The Demand and Supply Theory about the value of 
Money. 

The value of wheat (or iron or cotton etc.) refers to its 


* Value of Money. * 

”The value of money is its purchasing jpower, and can be leaded 
only from the general level of prices. Puces of single commodities 
may rise or fall because of relative variations in the forces which afiect 
paracttlar demand and supply. But there can be no change in the 
prices of all commodities unless there is a corresponding change in 
the value of money.” (Seligman— Prind^lss.) 

”By the value of money we mean something exactly analogous to 
what we, mean by the value of anything else, lay bread or doth : 
that is to say, we mean the amount dl. things in general whidi will 
be .given in exchange for a unit of money.” 1PEtd>eiiMmr->Msnsy.) 
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value in exchange— its purchasing power, its power to purchase 
oth^ commodities in exchange for it. 

yJThe value of money means the same thing^ts purchasingrj 
power, its power to purchase other commodities in exchangei 
for it. I 

The value of money (the value of the monetary unit), its 
purchasing power, is not constant. Sometimes it rises, ^me- 
times it falls. \ (In India the monetary unit is the rupee, in 
England the "^monetary unit is the pound sterling. The 
monetary unit in circulation may be metallic money or paper 
money or both). /The value of the monetary unit (the rupee, 
or any other monmry unit) rises when prices of commodities 
in general are falling — the monetary unit is then able to f 
purchase more of commodities than before. The value of the 
monetary unit is falling when prices of commodities in general 
are rising — money is then able to purchase less commodities, 
than before! The value of money in India now is much less, 
than it was loo years ago for the rupee now purchases much 
less in commodities (i.e. smaller quantities of rice, wheat and^ 
other commodities) than the rupee could purchase loo 
years ago. 

Why does the value of money in a country rise? Whyl 
does it fallf What are the causes determining the value of\ 
money (the value of the monetary unit) ? 

Let us imagine a simple case. Suppose in a country the* 
quantity of commodities and services produced has not changed* 
practically. Biif every one has now more money— many persons 
much more money — ^than before. Then persons will be offing* 
more money and lunng m ore money than before to buy tW 
same quantity of codSmodtfiS "and services. The prices of 
Commodities (an|} services) will rise. The value of the* 
mo netary un it^m|L^jl. Or suppose every one has less money 
than before. TOen prices of commodities in general will fall 
and the value of money will rise. Changes ... in . the jalue^ jpfl 
m oney are thus brou^ t about by change m jaSMlfeL jBBSafg] 
and also by cnanges^m tHe demand for money when there 
such change in demand. 

Now the vame of money is (like the value of everythine^ 
else) a question of demand and su^ly. 
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" fXb«-Atipp]i y of money depends upon the cost of ptoductng 

omer’ ' il^iise limiting supply. The 
total supply of monej^ or the money 
Snpp y o tnoney. force available to do the exchanging 

work of the community (is composed of two factors: (|ij^ 
«mountjrfmcHMj;^amd(a) the_ragditj^<^^mcuM (Tf one 
performs Ave excnSiiges on an average in a week, and 
another kind of coin performs ten exchanges — the second coin 
has double the rapidity of circulation of the first coin^ 

(In a backward country money may mean metallic money 
chiefly or exclusively ; in advanc^ modem countries money 
includes metallic money, also paper money in increasing 
^quantities). 

fihe, den mnd for money in a community depends 
lamount oi excIianiSJySf '^Work to be done by money .T Till wealth 
^ ^ ^ that is produced^ is hot exchanged 

through the medium of money. Part 
of the wealth produced is directly consumed by the producers ; 
part of it is exchanged by barter ; and only a part (in a modem 
society the greater part) is exchanged through the medium of 
money — and this constitutes the monetary demand in com- 
munity. 

I The value of money varies inversely as its s upply and 
its demands other things being equmr" 

determination of (a) the Value of Money and (b) the 
Value of other Commodities. Similarity and Difference. 

SimilarUy^ 

Money is a commodity ; and money resembles other 
•commodities in this that its value is fundamentally determined 
by the conditions of demand fcy ^itJuoJlriiatiQn 


Also money has its differences from most other things ; 
and because of the differ^ces, the theory about tiie va^ue of 
mon^ has its peculiarities differentiating it from the theory 
about the valufe of most other things. 

i Then is an essential difference between the demand for 
looney and the demand far most ather things. 
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* M^^»ty is dUffvrtstt from most &ihet conm»diti»s as ugurds 
its d4tHand--vmdtr given cooditioiis 

dtimaiid consists of sll commodities to be exchanged for money 
in the country) 

nofflSP’iSse ' m' K^ds most other 
ccSamfflHRPMlt'/n this money is unique. This difference 
depends upon the nature and use of money (as a medium of 
exchange) as different from the nature and use of consumable 
commodities used for satisfying wants directly. 


* Let us try to understand what certain economists mean by state- 
ments of the nature made above. 

Let us consider the demand for milk and mangoes--and also the 
demand for money. 

There is a demand for milk, because milk satisfies human want 
directl^^, It gives direct enjo3mient to the consumer. This is the case 
also with mangoes and other consumable commodities. 

i4s regards milk, with increase in supply and fall in price, the 
demand increases — the demand is not constant. The same is the case 
with mangoes and most other consumable commodities (except 
necessaries in a country so rich that with existing prices all persons 
are able to buy as much of necessaries as they require and so with 
increased supply and fall in the price of necessaries, men do not buy 

more), (i) It has been stated before on page Vol. I, that if with 

increased supply and fall in price as regaros a commodity, if the demand 
increases proportionately so that the total sum of money paid by buyers 
in the market remains unchanged, then the elasticity of demand for the 
commodity is said to be unity, ^ with a rise in price, if demand for 
the commodity falls proportionately so that the total sum of money 
paid remains unaltered, the elastici^ of demand for the commodity is 
regarded as unity, (a) If with fall m price the increase in demand is 
more than proportionate and with rise in price, the decrease in demand 
is less than proportionate, so that with change in the price of the thing 
the total sum of money paid by buyers in the market increases, the 
elasticity of demand for the commodity in the market is said to be 
greater than unity. (3) If with change in the supply and the, price of 
thb thing, the total sum of money paid decreases, the elasticity of 
•demand for the commodity is said to be less than unity. As regards 
most opnsumable things in the market, actual observations idiow that 
elastimy of demand is not unity, is either greater thqn unity or less 
than unity; and if as regards a few commodies it is to unity— 

^*the elasticity of demand for cotton or apples may happen to be 
unity’* (Taussig, Principles of Economics, Vol. I., zqaj, page 934) '—it is 
more or less an accident and not due to the very nature and use of the 
thing* 

It will be enpkiaid* preyaatlv that under gNren conditions, the 
demand for num^ ie ana the elasticity of demand for money 

la unity; and in this nuntcy is unique and difiera from most other thinge> 
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n.' TIm Qaantity Thabiy about- tiie Vahw of Moasy. 

fonder the given conditions, the demand for m o ney , b^g: 
conmnt , the value of money We 

value of money varies sxactkL.in_ inverse^ Telation to changes 
in the quantity of money — the value of money ishalved if the 
quantity of money is doubled, the value of money is reduced 

Milk or mangoe is demanded, because it satisfies human want 
directly and gives direct satisfaction to the consumer. Money is 
different. Money does not satisfy human wants directly, we do not 
eat bodily coins or bank notes — money serves only as a medium of 
exchange for buying commodities and services. This is the fundamental 
nature and use of money— and because of this fundamental nature and 
use of money, it can be shown that the demand for money is constant: 
and elasticity of demand for money is unity. At any time in any given 
country the demand for money comes from the commodities and 
services to be exchanged by using money as the medium of exchange; 
and taking a very short period of time the quantity of copimo^^s and* 
a^Nfbes in the countiy to be exchanged for money does not change and 
oeHike-^^emand for money coming from its use ds a^me0UW bf^lKl^tmge 

depending upon this quantity of is^antinodUies' imd 'terviees’^iW^ 
cH dnfi e. .|Xn a longer period of time (a) with growth of popnlttiA^ldid 
improvements in the methods of production the qiftntity of commodities 
and services produced may increase and may thus increase the deih'and 
for money; (d) with declining population, etc,, the qnantitv ofwBSttid* 
ditfes and service bnnging altout deeN^^ in. 

the '''demand" for money.] In a comparatively s%or^''pMo^''&p*"WHt\ 
pn^nMon does-tiot change practically, nor methods of production, and 
so the quantity of goods and services produced does not change and so* 
the demand for money does not change. Under these given conditions 
the demand for money is constanU-^the demand for mbney and the 
quantity of goods and services prodnced do not change even though^ 
there be increase or decrease in the supply of mone^r htjlnging about 
fall or rise in its value. 

It thus appears that under given conditions (taking a very short 
period of time with population and methods of production, etc., 
practically unchanged) the demand for money is constant, because pr 
the fundamental nature and use of money as a medium of exchange. 
The elasticity of demand for money is unity in -this sense that under 
these given conditions the total quantity of commodity and. services Ur 
bs exchanged for money remains unchanged, whether there is incrmS" 
ot decrease in the supply of money wiu decrease or increase in 'Its 
value. (We have seen that the elasticity of demand for a cofisumdU" 
commodity like apples is said to be unity when the total quantity of 
money paid by buyers remains unchanged with change in the supply 
and varae of apples. A consumable commodity is exdmnged for money. 
But money is exchanged for commodities ; and so under giypn ooncu- 
tions the 'elasticity of demand for money is said to be unity' as tpe 'tote^ 
quantity of commodities and serves to be eaiidsuigim for ^ mmtf' 
remains unchanged). • ^ . 
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to oQe-aizth, if the quantity of money is increased Mx-fold 
This is the Quantity Theory about the value of money. * 

The Quantity Theory is thus largely based upon a 
peculiarity as regards the demand for money — under given 
conditions, the de: 

the demand is not constant and 
elasticity of demand is not ^ual to unity. So with a two-fold 
increase in the supply of milk, the vdue of milk is not reduce 
exartly to half, wito four-fold increase, the value is not reduced 
exactly to one-fourth. The change in the value of milk is 
not exactly in inverse relation to change , in supply^ as the 
change in value dej^ds upon supply and also .upon Elasticity 
of demand as regards milk. 

lleoretical Pkroof of tihe Quantity Theory. 

^he truth of the quantity theory about the value of money 
is easily derived from, the demand and supply theory about the 
value of moneyj 

It has been^li%ady stated that the value of money, like the 
value of any other commodity, is fundamentally determined, by 

) (and 

supply) of it avs^ble. is, ^ Dtoii^d ^ ^^L-^iEEly 

things being equal, i.e., 
with the ddtncnd for money constant and other factors 
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states the 

DeflUOKrana isat^ly Theory about ^flte^lue of money under 
the conditions ^en demand for money is unchanged and 
rapidity of cireuli^ttt of money is unchanged. S Q. the Qua atftg 
Theory is a tiatr tiJBit case of the Demand and Su^ly .^eoty 
wSTTra truimTSr^^wd~1^B'^l^e truth of the Dcma^ and 
Supply Hieo^^ 

Also, the Tbao^, as stated in tha above italids^ 

words, mafciiig tiie 'vidtie cd' rUotley depend upnii tire change in . 
quantity of it, and luydng tm;e^ticit mention of demand (and 
other factors, Uke'n^dd^ drculatioa of ihoney-as regardis 
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supply)^ is thus a shorter way* of stating the Demand and 
Supply Theory about the value of money. 

i The Quantity Theory about the Value of Money. 

Uhe quantity theory states the relation 

and its quantity — if the demand for money remains 
unaltered, the value of money depends on its supply and varies 
exactly in inverse proportion to its supply (the total number 
of umts of money available). When the quantity of money 
increases, the value of money falls as compared with commo- 
dities alid the prices of commodities rise^as more units of 
money are available to purchase each unit of commodity / and 
when the quantity of money decreases in a country, the ^lue 
of money rises as compared with commodities and the prices 
of commodities fall as fewer units of money are available for 
purchasing each unit of commodity.^ 


*The quantity theory is only an ffliptie^l way of stating 
the ordinary laws of demand and supply*. Explain this 
statement, 1/. 1^33.^ 

/while the quSSmty theory of money is therefore untenable in its 
crude form, it may nevertheless be employed to mean that, in the 
absence of relative changes in the other factors, .a va riati^ 
qaantity of money will produce change in the pflce IttV^ rn~tnis 
s^se the ''quantity theory' is omy "an eTHpUait way^ ofs&ting the 
ordinary law of demand and supply, S There is an addiuonal defence for 
the “quantity theory” in this sense, because when we conne to examine 
Hi. f^ctota orer long period, gf ttoe. w. find that 


^fSImfl^y of* fiRlwe5^‘*^ (Seiigman-*^lMaw^Kfe^.T 

t The Quantity Theory — (a) its crude, bald form, (b) 
its scientific and devdcqied form. 

“It is obvious that the famous “quantity theory” of money— 

the theoiy that the f value j qL m oney denenos oflLlta. ouantityV-is inde- 
fensible in the 4>ald win. 


as we know, u 






^ thk U^ir 'bf ■ mo ne y^ g ISfil ' b f prices msy be efijscttd not 

only by changes In the rapidity of dresmon as well as in tte quantity 

of money, but also tty changes in the vhi ttme of tfaneactto sk..... 

The more ce ttnprqie ggtVe isw uf > iiwpsy^ ms, l^y^^e$uinted up 
in the equation 
an" 
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(J. M. Ktyats notes in his Ttaei on Mmeiaty Roform 
that common assumption that the elasticity of demand 
for money is unity does not hold in extieme cases). 


(1) The theory in its simple unqualified form is true 
only in a simple and primitive state of things. 

f^The quantity theory in its simple form states tha^t the 
value of money falls proportionately (and the price level of 
commodities rises) with an increase in the quantity of money 
and that the value of money rises proportionately (and the 
price level of commodities falls) with a decrease in the quantity 
of money, ^ 

Mill remarks 'that an increase in the quantity of money 
raises prices and a diminution lowers them (t.e. prices of com- 
modities) is the most elementary proposition in the theory of 
currency’ ; but he is careful to point out that this unqualified 
statement of the quantity theory is true only in a simple and 
primitive state of things. By a simple and primitive state of 
things a somewhat imaginary type of society is perhaps 
referred to where there is no credit, metallic money (gold and 
silver) is the exclusive instrument of exchange, there is no 
hoarding and no barter, and all commodities are for exchange, 
that the volinue of business does not change and there is no 
change in the habits of people as regards the use of money. 
Only in such a simple primitive state of society, we have that 
direct and intimate connection between quantity of money and, 
prices which is asserted in the unqualified form of the quantity 
theory. 

In the actual complex conditions of modem countries, 
where credit^ is used as means of purchasing power and where 
we have to take note of other factors, like hearing , t yte r^ 
etc., the connection between prices and the quwtity blf memlHc 
money is not so^ direct as is stated in Mill’s eteme 


sltion ; and so to such sociefieiS laie quanti^ theory in im simple 
unqualified form does not apply. 
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(2) A more **acinnt^’ and doydoped form of the 
q uantity theory (staied wnh proper '""qpBafffieations to auit 
uMHnr cSn^fions and as accepted by several modem 
eccmomists). 

The quantity theory must be rightly stated with suitable 
limitations to make it applicable to modem industrial countries 
with a developed credit system and with changing industrial 
and monetary conditions. And in a properly qualified fonU| 
the truth of the theory is admitted practically by all modern 
economists. 

The truth of the Quantity Theory of Money follows 
from the Demand and Supply Theory about the Value of 
Money. Refer to the Theoretical Proof of the Quantity 
Theory on page 27. 

Also the Quantity Theory is supported by abundant 
historical evidence. Refer to pages 39-41. 

It has to be remembered that when applying the quantity 
theory to advanced modern countries (pre-war and post-war) 
like the United States, Great Britain, Germany, we are using 
"'money*^ to mean total purchasing power in terms of money — 

* Shor t and long periods. 



The Quantity 7 heory in its scientific form will not hold true strictly 
and absolutely during transition periods, A sudden change in the 
quantity of money and deposits will temporarily in transition periods 
affect their velocities of circulation and the volume of trade; and change 
111 the quantity of money in such a period may not produce proportional 
change in prices. 

Normally (i,e,, in the long run when the transition periods are eom^ 
pleted) changes in the quantity of money produce proportional changes 
in prices (i,e,, in the general price level), Fisher has proved that under 
such conditions a change in the quantity of money does not affect velo- 
cities or the volume of trade and so far as the quantity of money does 
not affect velocities or the volume of trade and so far as the quantity 
of money is concerned its effect on prices is strictly proportional- 
variations in money supply produce proportional changes in prices. 

(a) Taussig. 

For short periods, even for many years, it is often difficult to trace 
any connection between the quantity of specie and prices. 

On the other hand, in the long run, a relation between the volume 
of specie and prices is to be discerned, while the precise quantitative 
relation between prices and the total purchasing power in terms of 
money remains vmshBktn,**^Pnnciples, 
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and in these countries’* general purchasing power in terms of 
tuQney includes specie, government paper money, bank notes, 
deposits and cheques. 

We may state the Quantity Theory about the Value of 
Money thus — other things being eiiual, the value of money 
falls proportionately {and the price level rises) with increase in 
the quantity of money and the value of money rises proportion- 
atoly (and the price level falls) with a diminution in the quantity 
of money. 

The quantity theory is thus true under certain hypothetical 
conditions. 

The qualification 'other things being equal* is highlyl 
significant and extremely important. ! 

The hypothetical conditions implied by ''otherjhings bjHnjg^ 
cqual/^ are the f ollow ing : — ** 

amount of exchange 

AN ork to be affle remai n cpnitq^j^ j^^f^hninged. 

This implies 


{a) Eopulation does not change 
cht^i^ge 

(c) Percenta ge o f c onsumption by producers does not 

cjygggg 

|(<^) Percentaiji j ^e of exchaag eJjy barter doe&.not 
(e) n/.gffflriit .lines iMtf rhangf- 

ease in population leading to increased production may 
lead to increased demand for money. Decrease in population 
leading to decreased production of commodities and services 


* Prof, ^anssig in his Principles of Economics, Vol. I, qiap. 30 has 

discussed the relation between Uiia total purchasing power in terms of 
money and specie in advanced modern countries— “Where these highly 
elastic credit instruments (deposits and notes) are used, the connection 
between the total purchasing power and the quantity of “money*’ 
becomes at any given time very loose, there remains a real limitation 
on these instrwents in the quantity of specie. This limitation comes 
into two ways : first, in y 4 uionS links of connection between the volume 
of deposits (and of notes elastic like deposits) and the quantity of 
Specie; secotm, in a connection between prices ia any one country and 
prices in the wofld at large.” 
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may lead* to decreased demand for money as the medium of 
exchange. Increased or decreased productivity per head of 
the population may lead to changes in the demand for money. 
If the producers consume a smaller or larger percentage of 
the goods produced by them than they consumed before and 
then sell the rest, these things will create changes in the 
demand for money in the country. If the people of the country 
exchanges smaller percentage of goods by barter than before 
and have a larger percentage of money exchanges, this %vill 
lead to a change in the demand for money — an increased 
demand for money in the country 

f demand for money in a d epends directly upon 

the p^ceniage of the volume of trade which is transacted 
directly by money. If in a country the population Eas not 
cEanged, production per head of the population has not 
changed, then the total production of commodities and services 
in the country has not changed, it is the same as before. 
Suppose, of the total volume of commodities and services pro- 
duced in the country, formerly 4 per cent, was consumed by 
the producers themselves and 6 per cent, was exchanged by 
barter and the remaining 90 per cent, of the total production 
was exchanged by using money as the medium of exchange — 
and now also as regards the total production of commodities and 
services which has remained unchanged, the same percentage 
as before (4 per cent.) is consumed by the producers, the same 
percentage as before (6 per cent.) is exchanged by barter, and 
therefore the same percentage as before (90 per centj is ex- 
changed by using money as medium of exchange. 

So the total volume of trade of the country has not 
changed, and the percentage of the total volume of trade 
transacted by using money as the medium of excha|tige is the 
same as before. 

* Then the demand for money has remained unchanged 

* As a matter of fact, m any country at any given time (referrmg 
to a point oi time or a abort period) practica&y population does not 
diange much, nor productivity per head of the population, nor perceno * 
tags oonsiudlption bv producers, nor percentage at barter exchanges. 
Also we may regard consumption by producers and barter exchanges,- 
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The detHMd for money in ihe eouniry remainiHg egtud ot 
unaltered, the value of money varies inversely as the supply or 
the quantity money units available<>-provided the rapidity 
of circulaticm remains the same. 

(2) Rai Hditv ^ ircyMion of money jo ret^^^ ^^haaeed^. 

as negligible factors in the economic life of modem countries. Rapidity 
of circulation of goods is an important factor. Rapidity of ctrciuation 
of goods in any country depends upon the distribution of TOpulation 
between rural and urban areas, the nature of transport facilities. Ihe 
character of the population, the nature of the difierent industries etc. 
Within a comparatively short time, rapidity of circulation does not 
change much. So we may perhaps be justifiM in assuming that in any 
country at any given time the demand for money remains practically 
unchanged. 


Tlie value of paper money. 

**It is on this principle that paper money circulates; the whole 
charge for paper money may be considered as sei^piiorage. Though it 
has no intrinsic value, yet by limiting its quantity its value in exchange 
is as great as an equal denomination of cmn or of bullion in that com/’ 
(Ricardo). By limiting the quantity of paper money, the value of paper 
money can be kept on a par with that of metallic money. 

line relation between the value of inconvertible paper and its 
quantity is sometimes expressed thus — 

Other things being the value of inconvertible faper varies 

inversely as its quantity. Such a theory about the value of inconvertiUe 
paper though generally accepted is not strictly true in all cases. An 
excessive issue of inconvertible paper will destroy the confidence of the 
people and the value of inconvertible notes will then depreciate more 
than in proportion to the increases in quantity. When inconvertible 
paper has driven metallic currency entirely out of the circulation even 
then it will have value provided it remains legal tender for certain 
purposes, e.g. the payment of taxes etc. If it ceases to be legal tender 
then its value may to zero and it will be replaced by natural money. 

**0^er things being equal” here means that the total .quantity of 
commodities has not dianged. and that credit transactions andr the 
rapidity of circulation of paper money are constant. 

The quantity theory of money states a relation between the quantity 
of money and the price^level of commodities. And in this ccmnection 
instead of considering the use of credit as reducing the demand for 
money (as indicated abCve) we may consider the total supply of money 
available to include metallic money, paper money and ohe^e (credit) 
with which to meet the total demana for money created by the volume 
of trade. . . . **In a wtsteyn country, the quantity of conteitible common 
money is detmmined widi reference to the volume of standard money 
in the same Innd of way as the volume of bank money (cheoM based 
upon deposifiO is defeenfidned with reference to thA uofauue eanmgipd 
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rapidity of circulation of money depending upon 
custom and business habits of the people does not change 
much in a short period. J [But a doubling of the rapidity of 
circulation of money will have the same effect as a doubling 
of the quantity of money in the country. An increase in the 
average rapidity of circulation enables the money of a country 
to do a larger amount of exchange work with the same amount 
of money than formerly ; and so has the same effect upon the 
value of money as an increase in the supply of money. 
Increased rapidity of circulation may come from development of 
means of communication (e.g. railways etc.), development of 
banking facilities, etc.]. 

Finally we must remember that the entire supply of pre- 
cious metals is not used as money, part of the supply is hoarded 
and part is used for industrial purposes. An increased use of 
gold in industries would diminish the total supply available for 
use as money. Gold is distributed between money and commo- 
dity uses so that the purchasing power of a money ounce equals 
the exchange value of an ounce of gold. 

The cost of the precioiis metab (specie) in relation to 
their vahie. 

Is the value of gold (used as mouey) determined by the marginal 
cost of production? 

The durability of the precious metals, the speculative character of 
mining and the chance discoveries of new sources of supply—^hese 
prevent the value of the precious metals from being determined by 
the marginal cost of production. 

"It is not SO true tliat cost at the marginal mine governs value, 
as it is that current value determines what sort of mine shall remain 
in operation and shall become the marginal mine.’* Taussig, Principles 
of Economics, Vol. I., 1925, Chapter 19, page 259. 

"Sometimes it is stated that the value of money depends upon its 
cost of production. This does not, however, involve any new principle. 
The only difference between money and other commodities is that the 
influence of cost of production upon supply, and hence upon the value, 
of money works itself out more slowly 

A decrease in the expense of mining, such as that which has been 
afiected by the modern cyanide process, renders possible a far greater 
output. Mnce the precious metals, however, are exceedingly durable, 
ihie annual tppement forms only a small fraction of the entire available 
supply, aMH 'will not pcbduce any immediate chaiige in v^ue 
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Sexier or later, however, an alteration in the rate of annual sncMaae 
will make itself felt. A lower cost of prodnctiooi of money may hence 
be said to raise general prices, in so far as it augments the quantity 
•of money. The cosUof-production theory thus resolves itself into the 
quantity theory/' (Seligman— Ptind^les.) 

An increase in the quantity of money increases propor- 
tionately prices (and lowers the value of money) » and a decrease 
in the quantity of money lowers proportionately prices (and 
increases the value of money) — only when other things are 
•equal, remain unchanged. The influence of the quantity of 
money on the value of money may be and is however often 
•counteracted by changes in these other things, viz. trade, barter, 
and rapidity of circulation of goods and of money etc. For 
example, when the quantity of money is doubled, if at the same 
time the volume of trade is doubled — ^the increase in the 
^quantity (supply) of money will have its influence counteracted 
by the corresponding increase in the volume of trade (demand 
for money) and there will be no change in prices and in the 
value of money. 

*A deeper and more satisfactory way of looking into the relation 
between the quantity of money in a country and the purchasing power 
of the monetary unit is found in the work of Marshall and the Cambridge 
School. 


* Refer to Prof. Cannan’s address opening the discussion on 
Monetary Reform at the Annual Meeting of the Royal Economic Society 
on Amil 14, reported in the Economic Journal for June, 1024— 

^*The improvement which has taken place may be shortly summarized 
in the statement that the relation between the quantity of currency 
and its purchasing power has been cleared up. 1%iere is no denring, 

I think, that the textbooks of years ago— not only the elementary ones 
--gave a very muddled, unsatisfactory account of this relationship. 
They asked us to think of the whole quantity of money in eixistence 
being offered in exchange for a total of commodities {and perhaps 
services) of which it was impossible to form any definite conception— 
it was not the total in existence nor the annual or weekly production 
nor any other total with which we are familiar. Then it was taken for 
granted that we should infer that the purchasing power of the money 
would depend on ^e relative variations in magnitude of the two totels, 
so that if tile money increased while the commodities remained 
stationary, the purchasing power would fall. After that it was admitted 
that a modification necessary because the same piece of money 
could be exchanged for goods more than once. To meet this it was said ^ 
'that the purchasing pamtt of money depended not only on its quantity ^ 
“hut atfo on its rapidity of circnlataon. 
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Ptof . Manhall on the value of a country** currency and 
the relation between the volume of the currency and the 
general level of prices. 

every state of society there is some fraction of their income 
which the people find it worth while to keep in the form of currency 
it may be a fifth or a tenth, or a twentieth. A large command of 
resources in the form of currency renders their business easy and 
smooth . . . ; but, on the other hand, it locks up in a barren form 

resources ^But, whatever the state of society there is a certain 

volume of their resources which people of different classes, taken one 
with another, care tp keep in the form of currency; and if everything 
else remains the same, then there is this direct relation between the 
volume of currency and the level of prices that if one is increased by 
ten per cent the other also will be increased by ten per cent. Of course, 
the less the proportion of their resources which people care to keep 
in the form of currency, the loi\er will be the aggregate value of the 
currency, that is, the higher wdll prices be with a given volume of 
currency. 

This relation between the volume of the currency and the general 
level of prices may be changed permanently by changes in, first popula* 
tion and wealth which change the aggregate income; secondly by tbe 
growth of credit agencies, which substitute other means of payment 
for currency; thirdly by changes in the methods of transport, produc* 


It has now been entirely scrapped, and we are asked to look at the 
matter in a much simpler way. Currency is regarded like any other 
durable goods, such as ships or houses, which form part of the material 
equipment or capitals of the community. We start from its value or 
purchasing power as we find it at any moment, and then ask ourselves 
how that will be afiected by changes in the supply of and the demand 
for currency, thinking of &e supply and demand just as we think of 
them in regard to houses, the supply being the whole stock in existence, 
and die demand being furnished by people who want to hold portions of 
that stock. 

The supply side of the matter is simple enough. Additions to the 
stock tend to diminish the value of the unit of currency just as* 
additions to the stock of houses tend to diminish the value of the unit 
housing. 

I do not contend that this conception was wholly unknown 

before the war : rummaging among old lecture notes, 1 find that I was* 
teaching it orally ten years before I put it in a book in xpiS. But the 
currency troubles of die war secured its wide acceptance by experts. 
They saw that currency depredation was causing enormous inereaaes in 
the amouiit of currency held per head of inhabitants in different 
countriesi while at the same time the pnrchastng power of this incteasedi 
hblding was greatly redooed’*— Canngni An Baon^uist^s ProU$L 1997^ 
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tiott and bnsiness generally which affect the number hands thtcuagh 
which commodities pass in the processes of making and dealing, aid 
it may be temporarily modified by finctnations of general commericial 
confidence and activity. 

Although the purchasing power of a unit of cwnency varies, other 
things being equal, inversely with the number of units (i,e. the quantity 
of money); yet an increased nse of inconvertible paper currency may 
lower its credit, and therefore lessen the amount of ready purdiasing 
power which the people care to hold. That is, it may lower the value 
of each of the units more than in proportion to the increase of their 
number. 

The quantity doctrine is helpful as far as it goes, but it does not 
indicate what are the other things which must be assumed to be equal 
in order to justify the proposition and it does not explain the causes 
which govern rapidity of circulation. 

It (the Quantity Theory) is almost a truism .... 

The other things, that must remain equal for the purposes of the 
statement, include (a) the population; (b) the amount of business 

transacted per head of the population; (c) the percentage of that busi- 
ness which is effected directly by money; and (d) the ^ciency (or 
average rapidity of circulation) of money. Only if these conditions are 
^ckoned in, can the doctrine come under investigation and if they are 
Reckoned the doctrine is almost a truism. 

Symbolical aiprcasion of fhe theory of the value of money, 
(a) FMwr*. fonmO^ ^ A p, . 

Prof. Fisher sums up the quantity theory in the following formula 
¥ 

In this formula % 

Tathe trade, i.e„ the quantity of exchanging work to be done. 

Pa the price-level of commodities. 

Maquantity of money. 

M'athe quantity of credit. (According to Prof. Fisher M' bears 
a definite proportion to M; and the proportion of M to M' in any 
country depends upon the concentration of population, scale of business, 
systems of payment in use, etc.) 

VsBvelodi^ of drcnlation of money. 

V' A velocity of circulatiott of credit. 

The formula means that given T, V, M' V' (#.s. the volume of 
trade, the velocity ot^culatlim of money, the amount of credit and 
the velocity of dreimtfoia of credit~-all things remaining the same), 
p (price-level) rises, pfe^^erfipiialely with an incritase in the supply pi M 
(money), T falls pf)tq)6roonately a decrease'^lju the supply of M. 

i 



38 


OUTLINES OF ECONOMICS 


If M is trebled then P also will be trebled; if M is halved (if the* 
quantity of money is reduced by half) then the price level will be 
also halved. 

Other things being equal, P the price level {of commodities) depend* 
upon and varies directly as the quantity of money, 

(2) The Quantity Theory re»ttated by Prof. Keynes 

in A Tract on Monetary Reform. 

In a Tract on Monetary Reform Prof, Keynes maintains that under 
modern conditions the quantity of money should be deliberately regulated 
by Governments and Central Banks to keep trade, prices and employ^ 
ment stable; and he re-^states the Quantity Theory, 

The Quantity Theory flows from the fact that money as such has no 
utility except what is derived from its exchange-value .... 

The number of notes which the public ordinarily have on hand is 
determined by the amount of the purchasing power which it suits them 
to hold or to carry about and by nothing else. The amount of this 
purchasing power depends partly on their wealth, partly on their 
habits .... 

Let us ... . assume that the public require to hold an amount of 
money having a purchasing power over k consumption units. Let there 
be n currency notes or other forms of cash in circulation with the public, 
and let p be the price of each consumption unit {i,e. p is the index 
number of the cost of living), then it follows from the above that 

n=pk. 

This is the famous Quantity Theory of Money .... So long as k 
remains unchanged n and p rise and fall together : that is to say. the 
greater or the fewer the number of currency notes, higher or the lower 
is the price-level in the same proportion .... 

Let us assume that the public, including the business world. And it 
convenient to keep the equivalent of k consumption units in cash and 
of a further k' available at their banks against cheques, and that the 
banks keep in cash a proportion r of their potential liabilities (k') to the 
public. Our equation then becomes 

n=p (k+rkO. 

So long as k, k* and r, remain unchanged, we have the same result 
as before, namely, that n and p rise and fall together. The proportion 
between k and k* depends on the banking arrangements of the public; 
the absolute value of these on their habits genemlly; and the value of 
r on the reserve practices of banks. Thus, as long as lliese are unaltered, 
we still have a direct relaUon between the quantity of cash (n) and the 
level of prices (p) . . . . 
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The theory has often been expounded on the farther assumption that 
a mere change in the quantity of the currency cannot affect k, r, k' . . , 

Now “in the long run** this is probably true 

In actual experience, a change of n is liable to have a reaction both 
on k and fe* and on r. 

The moral of this discussion is . that the price-level is not 
mysterious, but is governed by a few, definite, analy sable influences. 
Two of these n and r, are under the direct control (or ought to be) of the 
central banking authorities. The third, namely k and k\ is not directly 
controllable, and depends on the mood of the public and the business 
world. 'The business of stabilising the price-level, not merely over long 
periods but so as also to avoid cyclical fluctuations, consists partly in 
exercising a stabilising influence over k and fe' and, in so far as this 
fails or is impracticable in deliberately varying n and r so as to counter- 
balance the movement of k and k‘ 

The usual method of exercising a stabilising influence over k and V, 
especially over fe', is that of the bank-rate .... 

But it is doubtful whether bank-rate by itself isi* always a powerful 
enough instrument, and if we are to achieve stability, we must be 
prepared to vary n and r on occasion. 

[Mr. Hartley Withers and others hold that the stabilisation of the 
value of money and of the price-level is not always the only desirable 
ideal, and that this stabilisation cannot be always practically realised by 
a suitable bank rate policy and the action of Governments and Central 
Banks. J 

For Keynes*s recent forms of the Equations, refer to J, M. Keynes, 
A Treatise on Money, Vol. V. Book HI. ^ 

Historical verification of the Quantity Theory. 

The Quantity Theory can be historically and statistically 
verified. Prices in Europe by the middle of the i6th century 
rose to double or treble what prices had been in the beginning 
of the 1 2th century : and this general rise of prices was due 
chiefly to the great increase in the supply of precious metals 
from the discovery and exploitation of America. 

The following facts give good historical evidence in support 
of the Quantity Theory of Money. 

Causes, 

Large supplies of gold from the 
new mines in Australia and Cali- 
fornia increased the quantity of 
money» brought about a fall in the 


Period 


Price-level of 
Commodities. 


1849-74 Rising prices 



40 


OUTUNES OF ECONOMICS 


Pyice4evel of ^ 

Period, Commodities. Causes, 

value of money and a rise in the 
prices of commodities. 

1874-96 Palling prices A decrease in the production 
from the mines combined with a 
greatly increased demand for gold 
(Germany adopted the gold standard 
in 1871 and Italy two years later) 
tended to bring about a rise in the 
value of money and falling prices 
of commodities. Palling prices 
were further accentuated by an 
immense increase in the output of 
commodities. 

1914-20 Unparalleled rise During and after the Great War, 
in prices the quantity of money was enor- 
mously increased by issues of im- 
mense quantities of inconvertible 
paper money bringing about a great 
fall in the value of money and un- 
paralleled rise in the prices of com- 
modities ; and also there was an 
enormous expansion in the use of 
credit, specially by the Govern- 
ment. At the same time the quan- 
tity of goods was restricted and 
also there was a destruction of 
goods and services. 

1920-22 Palling prices The preceding rise in prices 
brought about a great increase in 
the production of goods to secure 
the advantage of the high prices. 
This great increase in the produc- 
tion of commodities tended to bring 
about a fall in their prices, and 
falling prices of commodities were 
accentuated in Britain by the 
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British Government’s adoption of 
the plan of deflatiod and by the 
restriction of credit facilities by the 
banks. 

1929-32 Falling prices The world economic depression, 

starting in 1929 continued up to the 
present and still expected to con- 
tinue, has brought about a great fall 
in the prices of agricultural pro- 
ducts, minerals, manufactures in all 
countries of the world. The world 
economic depression has many 
causes. But an important cause 
consists in the world shortage of 
gold production as compared with 
the world demand and to a greater 
extent in the maldistribution of 
gold, the United States and Prance 
having grabbed the greater part of 
the world supply of gold. 

The Qwoitity Theory of Money hi its application to India. 

The qu antity theo ry in its bald and unqualified form 
(namely thaOhe value oT money rises or falls proportionately 
with a decrease or increase in the supply of money) does not 
apply to India, nor to any other modem country. This is 
shown 'Bf an exi^nation ol £idex Numbers. Index Numbers 
indicate that in India the total currency in circulation increased 
from roo in the year 1894 to 164 in the year 1912 ; but prices 
in the same period did not rise in the .same proportion. but 
rose from roo to only 138. The fall in the value of money 
(and the rise in prices) was not proportionate to the increase 
in money suj^ly. 

In modem India, thus^the value of money does not depend ^ 
only upon the quantity of money 7 

The increase in the average rapidity of circulation due to 
improved means of communication etc,, the increasing use of 
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credit resulting from better banking facilities, a very consider- 
able use of the precious metals for the purpose of making 
ornaments etc., and for hoarding, changes in the volume of 
business — all these factors affect the influence exercised by the 
quantity of metallic money upon the value of money and prices 
in India. So the quantity theory to be made applicable to 
India must be stated with suitable limitations and not in its 
unqualified form. 

Objections against the Quantity Theory. 

Objections have been advanced against the Quantity Theory. 

(A) Objectors to the Quantity Theory have sometimes maintained 
that prices should be regarded as causes rather than as effects. High 
prices increase the supply of money, and low prices bring about a 
decrease in the money supply — changes in prices are the causes and not 
effects of changes in the quantity of money. 

This objection is regarded as unsound. 

far from its being true, that high prices cause increased supply 
of money, it is true that money avoids the place and the time of high 
prices and seeks the place and time of low prices, thereby mitigating 
the inequality of price levels.” (Fisher— The Purchasing Power of 
Money, Chap. viii). 

(B) The Quantity Theory makes the condition ”other things being 
equal.” But other things are not equal — in a modern society these 
other things change, there are changes in the volume of trade due to 
growth of population and industry, changes in rapidity of circulation 
(for which even rough figures are not available in all countries) and 
changes as regards credit in all its shapes. The part played by gold 
is very small as compared with credit in making payment in internal 
and in foreign trade, and so it is not proper to lay so much emphasis 
on the influence of gold in relation to prices; the definite proportion 
between gold and credit is also denied by opponents of the Quantity 
Theory. Emphasising the influence of gold upon prices and neglecting 
the more important credit factor — ”this seems something like calculating 
the depth of water in a harbour by the rainfall and the inflow of the 
river, and taking no account of the flow of the tides.” 

Prof. Ivaughlin rejects the Quantity Theory and Prof. Nicholson is 
very critical about it. 

Condusion on the Quantity Theory. 

Mr, Robertson in his Money^ states (and he holds the view main- 
tained by many English econornists at the present day) '*No longer 
either a triumphant credo or a pestilent heresy, the quantity theory of 
money remains as a dowdy but serviceable platitude/* and he notes that 
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the quantity theory asserts a curious truth about the determination of 
the value of money, which constitutes a real ground of distinction 
between money and every other thing, and that tlHs truth is one which 
it is well to bear firmly in mind examining the complex relations 
between the quantity of money and the level of prices which prevail in 
actual life. 

Prof. Cannan has his own view as to the way in which the Quantity 
Theory should be expressed. He maintains that the demand for 
currency is furnished '*not by the number and amount of transactions 
but by the ability and willingness of persons to hold currency, in the 
same way as we think of the demand for houses as coming not from 
the persons who buy and resell or lease and sub-lease houses but from 
the persons who occupy houses** {Economic Journal, Dec. 1921). 


ciation. 


III. EflFects of changes in the Value of Money. 
Chanses in the value of money — deoreciation and aonre- 


A i)t>Teci atio fj if f money means a rise in the value of money,, 



Came.. 


( 1914 - 1920 > 

dnring'lraS 
tion of 

During and after the war (1914-1920) in Europe there was an 
enofmous increase in the supply of money (due largely to immense 
issues of inconvertible paper money by the different European countries), 
a decrease in the supply of commodities and an enormous depreciation 
of money and an enormous rise in the prices of commodities,* ** Where 
the supply of commodities has been reduced by ten per cent, the means 
of payment have generally been increased by at least as many hundreds 


per cent .... 

The rise of prices has been very different in different countries. 
As soon as the common metallic standard is abandoned, and each 
country has got its own (inconvertible) paper currency the price-level 
of each country becomes a fact for itself, independent of the price-levels 
of other countries.’* 

As regards the process of inflation. **The War has been financed 
by all countries involved to a great extent by means of creating more 
money .... partly in the form of new issues of bank notes or state 
paper money partly in the form of extended bank credits which could 
be used as means of payment .... The result of the creation of new 
money has beeq, in both cases that a new buying capacity has been put 
at the disposal of tiie Oovemment. The total buying capacity of the 


• Cassel— The Warld^s Monetary Problems. 
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purcbasmg pow^. 

* <#»*• 4'ihU^ 


(^\|^en the supply of money is increased tp such an extent 
that general prices (of commodities) are wiped— theros. is said 
to be fQ ifiAatioti of cufrenmf. 


relativelv to ^e demand decreases tP rach an j;: 
in general fall— ttiere is said to he, a 



lent that prices 
(or_.d*naiMn) 


dep( 


S ich contraction inflation is said to be natural when it 

Is upon” naf urST’^S^^ affecting the supply of pre- 

cious metalSy/'When the inflation is due not to natural con- 
ditions but is due to the action of a Government issuing incon- 
vertible paper or debased metallic currency in ^ excessive 
amounts — then the inflation is said to be 

^De flati w4s,- shoact^y. f t p roems b v wh i ^ ,| fbe ^*^^”*=* 

of_ th^ “wit is increas^r^TE^!^^ a 4^iiacij® 

raising of the puyebasing power of money.,in regard Jtp com- 
modities and services — ^i.e., a ^'general and uniform reduction 
of prices, wages and salaries as measured in terms of the 
monetary J^{Cassel). 

^Degation by bringing about a rise in the value of money 
injures ie1>iors who in repaying the same amount of money 


community having in this way been increased without a corresponding 
increase in the commodities to be bought, a general rise in prices has 
foUowed .... In this way an inflation Im taken place in every one of 
the countries involved in the war.*’ 

The process of inflation did not end with the war. On the contrary, 
in many cases It continued on a larger scale. The actual process of 
inflation in most European countries was the combined result of (a) an 
artifleial creation of purchasing power in order to finance a government 
expenditure beyond the real capacity of the country and (b) a falsification 
of the money market by a too low rate of interest, in both cases with the 
assistance of an arbitrary supply of legal tenders. 

In the perid xgao-x^sa there was an appreciation of money and 
falling prices of commMities. A decrease in the quantity of money 
brought about by deflation in the United States, Britdn, France, Japan 
md the Scandinavian countries brougM about a Has (appreoM^on) in 
the vahte af money and a fM in the general faiees of 

commodiUes, * 
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they borrowed return to the creditors a larger purchasing power 
in terms of commodities ; and it correspondingly benefits) 
cre^torsj 

^ ^ other hand, by bringing about a fall in 
the vmui^Mmoney ^ ® community ; 

and it correspondingly oenents debtors^ 


Evils of ArUficial Inflation. 



Artificifll inflation of this s ort is also a grea t hindrance ju 
iaterm^^|y^E?!”^or^gi^8 h!ave ho faitn in the (Septeclak- 
money of another nation and so the foreign trade 
of the country is Injuriously affected. 


The last great world-wajt brought about the issue of 
enormous quantities of inconv^We money by different 

governments, and this led to inflation and all its evils 


Some cause 




1 


^ w/^nav^d^edation Vatofti lOfii WWlfi Rwhen the 

Mj;».7S;55titv nt wiaqey huys a smatter number .of mOoSaL M 
^oods than before. ^ 

mag bft diie.ttt-iiigacaat-oamaa- e.g. 


(i) The quantity of money remains fixed, and there, is a^ 
in iUre sn^^y M' i!6tiasio3&n&. This happens very 

^e quantity of money has i ncreased, bpt.tbftJCSlyS^ 
r ranams much the s^e. This is 


of gooda 


cause was fauna 


after the War in BfUaiUs India etc., and fa extreme 

■ '-^ ijB ^ f orme a 


*n 

noToSe 


Spire. 
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of goods than before ; and this appredatUm may be due to 

(i) l ^e <j | uanti tv of money remains ^ fixed or increases, 
but ^ere is a]i1marease'”or a more '^hcuTp^iin^d&iite 'iiier^^ 
iff supply of rommodilliS. “*•*" 

the of: money the 

wlum^ of goods remains much the same. 

. The increased supply of cdtumoditied^ will be often due to 
J better methods of production ; and the diminished supply of 
* ‘ precious metals for monetary purposes may be due to exhaus- 
^ tion of mines or to economic conditions making the mining 
industries comparatively unprofitable or to wars interfering with 
I mineral production in a country or to an increased demand for 
^ gold in other countries for monetary or for industrial purposes 
‘«tc. 


All men are interested in ris^an^^ in prices of commo- 
dities and changes in the value tn a coMtttUtfity 

most men are debto rs or c redito rs or both, some are pro - 
duce rs or bufiinci sg rp^en. a great many are wgggKeacaers and 
many are persons with fixed incomes (from salaries, pen- 
sions, or investments in Nafional iJe^fs, etc.) and all persons 
are con sumers. How are these different clasS8S""S!fecte^^ 
changes iuT tfie value of money and Tise and fall in prices of 


Depreciation of Money (and rising prices of conuno- 
ditiesTfr" 

most cases rismg prices are due to increase in the 
quantity of money— metallic money or paper money. The 
effects of shmly r ising prices and of rapidly rising prices are 
iio^e3mcti^™J|eHr »^***’' 

uniter rising prices the economic losses and gains 
of the different classes in a nation will differ according 
to their comparative economic strength — ^wUl diange with 
changes in economic strength. For examidh, in ]^igland, 
iihe labourers are stronger, better organiaed than befme, so 
-tib^y lose less now under rising prices than before (page 48). 
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date busmj^s. 


increase the j^r^Jiis 

Profits of ^e^roduc«?uiuSISife8*DifiRjse cost of pro- 
duction does not increase as quickly and to the same extent as 
prices ; and so the rise in prices increases the margin between 
the price of the cmnmodity and its cost. 

jqid slowly rising prices often will do a great 
<1^ 9i £P8il by encouraging producers, stimulating production 
and mnployment. Producers are benefited, also labourers get 
steady and increased employment. (Large and ra^ly rising 
Sricfts li»nH tn gni^ cn^ and seiious evils). 

(a) A modei^e rise in .. Sitce s . may fi^^^^tg^JncreMe 

sffiripnfii^aAnrRfiiiiri ^ country. # ■— 

■PW)f. Bly* yulHtS OUl^CEaTuie encouragement given by 
rising prices leads to the trial of new methods of production 
and to a general freeing of the industrial organization and 
methods from the restraints of habits and traditions. 


Cr editors lose and , XtUL debtor though 

repaying the" same amount^w^oney that he borrowed is 
returning a less value in terms of commodities because the 
purchasing power of money has fallen. 

t Enterprisers work largely with borrowed money and as 
debtors they benefit by the fall in the value of money. 


• Uly--Outlines of Economics, 

t Ihe advantages of enterprisers from high prices *‘do not arise 
chiefly from the fact that business men are debtors They are both 
debtors and creditors .... The chief explanation of the optimism and 
activity which boainess men in general show in times of rising prices 
is fonnd in the relation which tmey as a class hold to the labonrers as 
a class .... That wag^ go up more slowly than prices is one of the 
best attested facts in economic history .... ^ It is a familiar experi- 
ence that those business men gain most in periods of rising prices whose 
operations involve in largest degree the payment of wages. 

Business men secure -reof and substantial advantages/* 

‘*In part, to be sure, that prosperity is rather apparent than real. 
People so habitually xndeon Ihmr mcomes and resources in terms of 
money that th^ tbiufc tfienmelves better ofl when money incomes go 
up. TOey disregard for a time at least that their enpenses go up also.**' 
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Tbe^etedito rs however gain gome eomPensttiion through an 
incre ased^ raie of interest.'"' aie IdKGSg.'lBe *rat» of 

inttf ^ ^befany to rise— the adjustment of the rate of 

interest to prices is mainly unconscious, but still producers are 
able and willing to pay a higher rate of interest yrith rising 
prices for their commodities and so there is a rise in the rate 
of interest. 

Disndvantag oi of Depreeintioa. 

(t) 4 P?ri9d of rtstng prices (aad~s'pecially rapidly rtstng 

prices) o/ ten leads to a crtst^n^ its afE^Bd&flC eVliS. IfTitUt'h 

a~ ptiibdi^fife'’ are abnonSSR^ high. The result is that there 
is excessive speculation, loans are made freely even t o incom- 
petent entrepreneurs and there is indS&dent work and ow- 
producticm. 

^(3) I|pw the^l^f^^are injvured by the riring paces — 
this has been alrea^^^n^ at 

(3) O^er things being equal, con wmers w ill lose because 
they will have to pay higher pricesToS'lSfflHBailleSI.'''' 

(4) Persons ‘mth^jS^ncomes(e.g. persons receiving 
fixed salaries* or pensioST^RUtel^RRmse the same money in- 
come will now purc hase a smaller amount^of commodities than 
betore. 

(5) Money wages do not generally nse as quickly as 

pricqs ; if prices rise faster thfiirHiOney wages af "a 'paifKular 
time, the real w^ s ofjabom ar e obvio usly falling and in a 
period of r^iity fO'^lingWtces^XXi^ are seriously 

^ IT ^ ^ «•!-»■ ■»*« iunh iwfifmeisoii* ♦nr /-inniar siinwimiaiw*— **' 1 

ti^ured. 

With large and rapid rise in prices, creditors and persons 
with fixed incomes also suffer very much. 

(Of course if in a country the labourers are strong and well- 
(H-ganised, they will compel the employers to raise wages with 
riring prices — and so they lose little. This m aomethii^ 
like the positkm of the labourers in England during the world- 
war and for some time after— as hbr. K^nea sugg<mts. Sm 
page 50. But the labourers in « baekwam country like India 
lose heaylty). 
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er jneatly 


- ?s (and nsiog 

money) the — ^they paying the |Him of 

money in taxes as Wore are paying to the Stale a Jarjgai;je.«J- 
chashig' power in tsm^r ot xommoditi^.^ Also the burden Hf 
the National Debt on the people is increased with rise in the 
value of money. All debtors lose with the appreciation of 
money. 

For FalUng Prices and the World Economic DepreMlonOi 

refer to pa9fS?r^^^ ^ 

(B) Advantages of Appreciation to some c4yii9ii..JSli 
the natto n."^' 

(i) Thf jiir^^lyr ( tho u gh .. txoixx.xh^ dgbtpr^the 
same am ount oL xn< ^ey) wi^ g^t frc^ the debtor a higher 
v*aRiK’*tff tetraTci commodities because of the increased purchas- 
ing power oflflSney. (The debtor loses ; but hi may get some 
parHaTcompenssfffdh for his loss in a diminished rate of interest). 

(i) P*>rc/^tic Tinfii gain by an increase in the 

purch asing p owe r of the ir incom^. 

(3) With slowly f cUling prices, labourers 

may ^plnytnMit fliid"oracficallv'at'tEe~6ld rate of^wa^tt; 
and they gain because the same money wages will "how buy 
more commodities on account of the increased purchasing 
power of money. 

/ tFa m ust distifig^ish het waan^>^owly faiUng.* prices gnd 
rajidly faUyff! 

rapid}^ rapidly fallmg prices and heaoy 

fall, TprodaoSscSrSojm and mannfacturets etc. suffer seriously) 
they curtail production, dismis.s large numbers of labourers ana 
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try to reduce wages of the labourers who are employed. So 
the labourers also suffer very greatly. 

The normal case of slowly falling fUlces. 

The normal case of appreciation of money and slowly falling prices, 
is that of a progressive community with a growing population producing 
at a gradually decreasing cost of production on account of improvements. 

Under these circumstances, persons with fixed incomes {i.e. persons 
getting fixed salaries or pensions) gain through the falling prices. The 
same money income will now buy a larger number of units of 
commodities. 

The entrepreneur will gain from the diminished cost, the capitalists, 
the consumers and the wage-earners. The decreased cost of production 
stimulates enterprisers by increa.sed profits and increases their demand 
for capital and forces up the rate of interevSt — thus the capitalists benefit. 
The competition between producers makes them lower prices and thus 
gives the consumer an advantage ; and at the same time it leads them to 
offer higher wages to lalxjurers. (This is the opinion of some 
ecoi^mists) . 

Effects of Depreciation (due to inflation) of Money in 
1914 — 1920 and Appreciation (due to deflation) of Money 
in 1920^1922. 

The effects of depreciation and appreciation — their advantages and 
disadvantages — have been already noticed. As regards the wage-earner 
(specially in Britain and the United States, where he occupies a fairly 
strong position and is well-organised), he does not lose now so much as 
formerly during a period of rising prices, and sometimes actually he 
gains because he can compel the employer to increase his money w^ages 
(and his real wages) during a period of brisk business and rising prices. 

As regards the effects of inflation and deflation on the distribution 
and production of wealth in a country, the following extract from 
Mr. Keynes's Tract on Monetary Reform* may be quoted : “Inflation 
redistributes wealth in a manner very injurious to the investor, very 
beneficial to the business man, and probably, in modern industrial 
conditions, beneficial on the whole to the earner (wage-earner) .... 
rising prices and falling prices have each their characteristic dis- 
advantage. The Inflation which causes rising prices means Injustice to 

* In Monetary Reform (Chapters I and II) Mr. Keynes ably dis- 
cusses the consequences to society of changes in the value of Money 

I. As affecting Distribution 

1. The Investor 

2. The Business Man 

3. The Ehrner 

II. As affecting Production; 

and also Public Finance in relation to changes in the value of Money 
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mdividnals and classes,— particularly to investors ; and is thmfore 
unfavourable to saving. The deflation which causes falling price* ilieiiie 
impoverishment to labour and to enterprise by leading entrepreneurs to 
restrict production, in their endeavour to avoid loss to themstlvee and 
IS therefore disastrous to emplovment. The counterparts are, of course, 
also true,— namely that Deflation means Injustice to borrowers, and that 
Inflation leads to the over-stimulation of industrial activity .... Thus 
Inflation is unjust and Deflation is inexpedient. Of the two perhaps 
Deflation is, if we rule out exaggerated inflations such as that of 
Germany, the worse, because it is uorse in an impoverished world, to 
provoke unemployment than to disappoint the rentier/' Deflation by 
decreasing the quantity of money and by bringing about a fall in the 
puces of commodities (i) discourages enterprisers and production, 
(2) reduces trade and employment for labour and capital and (3) 
inctcases the burden of all debts including the huge national debts 
created by the war; it benefits generally the non-producers (e»g,, holders 
of national debts etc.) at the expense of the active elements of the State 
and so deflation is strongly condemned by a whole host of distinguished 
'^economists including men like Mr J M. Ke\nes and Prof. Gustav 
Cassel 


High and low prices, rising and falling prices. 


If prices of all commodities and services are twice as high 
as before, and every individual has his income doubled — then 
every one is as well-oflF as before, is able to purchase the same 
amount of commodities and services. So high prices (with all 
incomes adjusted) are not an evil. Nor low prices. unde r 
actual conditions, the incomes are not adjusted, TPhe'^il 
lies in rising" pncS**an3' ‘alsoT’SHKIfirig prices — (with incomes 
unadrusf€^d)=ds some individuals and classes gain at the 
expense of others. - * - * * • 


There are advocates of rising prices, there are advocates of 
falling prtces" dn3^ ^ K^iTJfffk ^ sfe^ "or^sldble^ri^es. 


“Supposing that man continues to advance from triumph to triumph 
in his struggle with nature : would it not be desirable that those whose 
money incomes are relatively fixed by law or custom, and who are not 
as a rule the most self-assertive members of the community, should 
receive automatically a share in the fruits of progress in the form of 
falling prices, even though they had no definite expectation of doing 

so? Supposing, on the other hand, that the world should fail 

to solve the problem of mechanical power, or that the Great War should 
prove to have been the first of a series of disastrous explosions, 
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(1) ^13ie..adyQPates o f rising prices maintain that 

m^^jjbnce-igggZ^anorsIowly 'PflCfe stim nlate entefWiSft s. 

ana trade a nd employment for ^^o ur and 

ca^i^tai, einiJfy tllF'W8i®TO and fill the factories an<J ship- . 
yards' and thus benefit the nation as a whole (without causing 
much injury to creditors, persons with fixed incomes and con-^ 
snmers generally)^ 

(2) It has been already seen however that under certaim 
circumstances rising prices lead to serious evils. Some persons 
are of opinion that the normal case of slowly falling prices as 
described on page 50 is good for the community as a whole. 
In this connection the high authority of Dr. Marshall may be 
quoted who stated before a Royal Commission that '‘it wants 
\’ery much stronger statistical evidence than one yet has to 
prove that the fall in prices diminishes perceptibly'' or in the 
long run, the total productivity of industry.** 

(3) Many distinguished economists (Cassel, Keynes, 


It be maintained that those with fixed incomes should be allowed, as 
would happen if prices were kept stable, to absorb always the same 
absolute amount, and consequently a greater proportionate amount, of 
society’s real income of goods and services? 

It is on such grounds that a case can be made out for a standard of 
value which should remain stable not in terms of goods in general, 
but in terms of productive power. 

From the standpoint of social justice and harmony even from the 
standpoint of theoretical simplicity of working — ^we should be strongh 
inclined to accept this solution.” 

“On the whole, then, if we uere perfectly free to choose, we should 
perhaps stick fairly closely to the obvious decision to keep the price- 
level stable. But we should force ourselves to interpret that decision 
with care : We should be prepared either to suspend it, or to compel 
the overhauling of money contracts, in exceptional circumstances : and 
so long at any rate as we preserve the system variously known as 
Private Enterprise and as Wage Slavery, we should not refuse to wdnk 
at a little judicious use of the money-pump, if the tyres of industry 
seemed to be sagging unduly.”— -Robertson, Money, p, 140. 

Robertson's eminently sensible conclusion is that broadly we should 
aim at keeping the price level stable; in exceptional circumstances the 
price level should vary inversely with productive power and occasionally 
moderate expansion of credit and currency bringing about a gently rising 
price level, may be desirable to give needed encouragement to producers. 

“Both rising and falling^ prices create an unstable equilibrium 
which means disturbance in inaustry and unequal gains or losses to- 
difterent classes. It is not hi^h or low prices as such which do the- 
harm, but rising or falling pnces.” (Seligman— 



MONEY 


53 


Hawtrey and others) favour steady or stable prices ; they main- 
tain that prices, which neither rise nor fall in general and are 
undisturbed by fluctuations, are best on the whole for a com- 
munity. Steady prices (comparative stability in the value of 
money with stability of prices of commodities in general) do 
away with the uncertainty which large changes in prices cause 
to creditors and debtors, entrepreneurs, wage-earners, con- 
sumers, etc. They avoid undeserved gains and losses to parti- 
cular sections of the population. 

If the stabilisers succeed fully in persuading nations and 
governments (they have succeeded already to an important 
extent) that broadly stabilisation is in the economic interest 
of every nation, also if they further succeed in perfecting the 
technique of stabilisation and helping the nations to realise it 
in practice, then these undesirable fluctuations as regards the 
values of the moneys of all countries will stop and monetary 
systems as regards their large fluctuations in value will have to 
say 

"Our revels now are ended^** 

Broadly speaking, steady prices promote stability of pro- 
duction, trade, employment and general business conditions. 

Keynes and many of his fellow-stabilisers declare that 
stable prices are to be secured not by a gold standard (because 
of the present and future fluctuations in the supply of, and 
demand for gold in the world) but under a regulated paper 
standard under which the government and the central bank of 
a country will adjust the quantity of money to secure stability 
of prices, production, trade and employment. 

Practical buainessmen and politicians in Britain brought about the 
restoration of the gold standard in Britain in 1925 by a certain measure 
of deflation bringing about a decrease in the quantity of money, a rise 
(appreciation) in the value of money and falling prices of commodities. 

Wlmt are the possible occasions when the price of an 
article is expected to go up? (C. U. 1930). 

(1^ The price of a commodity (in common with other commodities) 
rises when the sn pjp^ ^r^adng.. pow er (metallic money, paper 

• Shakespeare, The Tempest, VI. i. 
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mo^ty, credit and their velocity of circulation) increases to a. greater 
extent than the demand for purchasing power in the coantr\. The 
demand for purchasing power depends upon the volume of commodities 
and their velocity of circulation. These things have been discussed in 
the quantity theory of money in relation to prices. During the world- 
war the price of almost every commodity rose high in Europe, America 
and other parts of the world due to the vast expansion of money and 
credit. The rise in price was due in some part to tlie reduced produc- 
tion of commodities in belligerent countries, but it was due very greath 
to the vastly increased supply of purchasing power. 

(2) As already considered in the chapters on Value and Markets, 
Vol. I, the price of a commodity may rise on account of conditions 
affecting its own demand and supph without a rise in the price of 
commodities in general in the country. 

(a) Monopoly conditions. 

When a commodity is produced under monopoly conditions, the 
jiioducer experimenting with the price in the market, ma\ bring about 
a "rise in the price much above its cost of production, if the commodity 
is subject to diminishing return and has got an inelastic demand. The 
monopolist is able to do this provided he has got sufficient monopol\ 
power, has not to fear competition or regulation by the State. (Refer 
to the chapters on Monopoly Value in Vol. I). 

(b) Competitive conditions. 

Suppose different producers are producing under conditions of 
competition a commodity for the same market. 

Short-period market. 

Whether the commodity is produced under conditions of diminishing 
return or even increasing return, a short-period increase in the demand 
for the commodity generally brings about a rise in its price. To meet 
the short-period increase in demand, the increased supply in the short 
period has to be produced with practically the existing supply of labour, 
capital, organization in the industry and at increased cost per unit ot 
the comm^ity by making the labourers, technicians, managers, etc , 
work overtime at increased rates of wages, using old capital some of 
which is imperfectly adapted to the work, etc. In the short period, 
there is practically no time to attract supplies of labour, capital, 
organisation to the industry from other industries. Marshall speaks 
**of the almost universal law that the term Normal being taken to refer 
to a short period of time an increase in the amount demanded raises 
the normal supply price. This law is almost universal even as regards 
industries which in long periods follow the tendency to increasing 
Marshall, Principles of Economics, Book V. Chap. V. § 4 . 
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Long-period market. 

As already discussed in Vol. 1, uhen a commodity is produced 
under conditions of diminishing return, a long-period increase in 
demand mil bring about a rise in its price. (As regards a commodity 
produced under conditions of increasing return, a long-period increase 
in demand will bring about a fall in its price.) 

Changes in the price level in relation to changes in the 
rate of interest. (C. U. 1931.) 

Qhanees i n the price level as causes brintr about. 
tn tb£L J^e 'o^Tfilerest , When a l^der lends' t6n thousand pounds and 
gSs repS^enFStST two years when the price level has increased (and 
the value of money has decreased), he is getting back the same number 
of pounds, but less purchasing power. So with the expectation of 
rising prices'^and "falling value of money, the lender will trja'to^get a 
higher rate of interest to compensate him for^^lHeTloss of'purcha^g 
power as regards his principal sum when^ repaid to him. S6 a rising 
price level tends to bring about a rising rate of interest, A falling 
price level with increasing value of money makes the borrower sufter 
loss because of the increased purchasing power he has a^to pay when 
he repays the same sum of money "thit- he borrowed. So wnth expecta- 
tion of falling prices and rising value of money, the borrower w'ill 
seek compensalion m a lower 'rile*bf interest when he has to^borrow. 
So a falling price level tends to bring about a falling rate of interest- 
The rise or fall in the rate of interest does not bring about the exact 
comn gpsati on because foresight on the part of lenders and borrowers 
and competition between lenders and borrow’^ers are not perfect. 

Also a change in the rate of interest as a cause brings about changes 
in the price level. When banks are lending at a low^er rate of interest, 
businessmen will be borrowing more freely from the banks and with 
this increasing supply of purchasing power in the country, the price 
level of commodities in general tends to rise. When the banks raise 
the rate of interest, businessmen are discouraged by the higher rate 
and borrow less freely, and with lessened supply of purchasing power 
in the country, the price level tends to fall. 

Effects of an arbitrary lowering of the price of an grtide 
below its competitive level by a government decree. (C. U. 
1930.) 

During the last world war, price of commodities rose very high. 
Governments sometimes tried to keep the prices of some commodities 
within certain limits. 

Governments may try and try successfully to keep the prices of 
important consumable commodities and raw materials within reasonable 
limits and to check undue profiteering (masquerading as competition). 
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But governments are not usually so foolish as to fix the price 
arbitrarily below the competitive cost of production. 

In war time as well as in peace time, the efforts of a government 
to lower aroitrarily the price of an article below its competitive cost of 
production will end in failure. If a government is so stupid as to fix 
the price of a commodity arbitrarily below ita cost of production, this 
will lead to losses for tlie producers, will reduce the supply of the 
commodity and, persisted in, will ultimately bring about stoppage of 
production and extinction of supply. If the consumers have a strong 
demand for the commodity, they will pay the price which will cover 
the cost of production for the producers, and if necessary, there will 
be secret trading so that the government might not know. Indeed, the 
risk of secret trading may bring about some rise in the price above the 
cost of production. 

Palling Prices and the World Economic Depression 
< 1929 —). 

The world economic depression shows the evil effect of 
large and rapidly falling prices on a world-wide scale. Prices 
of agricultural products, minerals, manufactures have fallen 
heavily in all countries. The prices of agricultural products 
have fallen more heavily than the prices of manufactures. 
Falling prices have brought large losses to producers in all 
countries, have checked production, have led to wagecut, also 
to the unemployment of many millions of labourers in different 
countries. The hardships, suffered by labouring masses, are 
very great. In England three millions are unemployed, in 
Germany six millions, in the United States twelve millions. 
Producers of crops, manufacturers, etc. all over the world 
have been hard hit by falling prices and the burdens of their 
debts and interest payments have been increased by the rising 
value of money. The foreign trade of the world has been 
greatly decreased. Currencies have been seriously dislocated. 
Many leading countries including Britain, U. S. A., Japan have 
been compelled to abandon the gold standard. Many govern- 
ments have big budget deficits due to the impoverishment of 
nations and the burdens of taxation and national debts on the 
peoples of the world have become very heavy with falling 
prices (and the rising value of money). 

Rroposab to raise the price level in different countries 
and the world price level and then to stabilise the price leveL 
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The World Economic Conference in relation to the rabing 
of the price level and alio reitoring exchange stability 
between the currencies of different countries. 

The world economic depression has brought about a 
serious fall in the price level of commodities in different 
countries and so in the world price level. This has led to huge 
and unprecedented losses and damage to producers, labourers, 
governments all over the world. So the leading economists are 
of opinion that the price level should be raised to a more normal 
position, thus giving the necessary encouragement to producers, 
•decreasing unemployment and improving the condition of the 
finances of the governments of different countries. Then the 
price level should be stabilized by appropriate monetary and 
other measures and by the international co-operation of the 
central banks in different countries. 

The world economic depression started in the year 1929.* 
So many economists hold that the present price level should be 
raised to the price level of 1929 and the attempt should be 
made to stabilize at that price level. The subsequent stability 
in the price level will avoid the disadvantages of rising prices 
and also falling prices described on pages 48, 49. 

In the World Economic Conference held in 1933, there are 
differences of opinion on these questions as on other questions. France 
and other countries still on the gold standard — ^the gold “bloc” or the 
gold nations— wanted restoration of exchange stability between the 
•currencies of different countries and they wanted this restoration to be 
brought about by the restoration of the gold standard in the non-gold 
countries of to-day. They are not so strongly in favour of the raising 


“I should like to see gold prices brought back to the level at 
■which they stood in 1929 before the depression began. And after that 
I should like to see an approximate stability in the general price level. 
If the first could be achieved a new stimulus would be given to enter- 
prise, and the burden of debt, both public and private, would be 
lightened. If the second were possible, recovery, once attained, would 
have a much better chance of being permanent.” — Sir Arthur Salter in 
The World *5 Economic Crisis and the Way of Escape (1032) p. 34. 

“The countries off the gold standard.. ...... ....must first raise their 

price level at least some Imlf-way up to the price level of 1929”— 
Professor Gustav Casael's Memorandum of Dissent to the Report of the 
•Gold Delegation of the Financial Committee of the League of Nations. 
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of the price level as the United States of America, their bitter 
experience of inflation in the past being remembered. The United 
States on the other liand wanted first a great rise in the price level 
in the interhal price level of the country to give help and encourage- 
ment to producers and labourers in the United States. The rise in the 
price level is to be brought about by expansion of credit and currency 
The ITnited States did not want for the present exchange stabilit}' as 
regards the value of the dollar in terms of foreign currencies. 

THE CIRCULATION OF MONEY-GRESHAM’S LAW. 

(A law about the circulation of money — metallic money 
and paper money). 

This law is named after Sir Thomas Gresham,* one of the 
financial advisers of Queen Elizabeth who called attention to 
the operation of this law in the currency of his own time. 

The law is this — bad money drives good money^oui of the 
circulation. When two kinds of money '{one” Bad and the other 
good) are in circulation in a country at the same time, the bad 
money will remain in the circulation and the good money will 
be driven out of the circulation. 

We have to explain (i) why bad money remains in circula- 
tion and (2) why good money retires from the circulation. 

(Bad money will remain in circulation because most men 
will make their payments with bad money keeping the good 
money for themselves, so long as bad money is not refused. 

Good money will disappear from circulation because it will 
have higher value out of the circulation than in the circulation ; 
and so people will gain by taking good money from the circula- 
tion and by using it for industrial and other purposes (viz. melt- 


♦ The law was in fact knoun much earlier than Gresham's time, 
and it seemed to have been recognised even among the ancient Greeks. 

In the “P'rogs" of Aristophanes, great Greek comic dramatist, 
we find the following : 

'*For your old and standard pieces, valued and approved and tried,. 
Here among the Grecian nations and in all the world besides 
Recognised in everv realm for trusty stamp and pure assay, 

Are rejected and abandoned for the trash of yesterday ; 

For a vile, adulterate issue, drossy, counterfeit and base 
Which the trafiic of the City passes current in their place." 
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ing, hoarding and also payments abroad) where good money 
has a value higher than it has in the currency circulation. 

* 

I. How does good money disappeer? 

In a country the good money will be driven from circiila-- 
iion in the three following ways : 

(a) Sale by weight. « < 

Suppose a rise in the value of gold in the market makes the 
value of the gold coin as metal greater than its legal value as 
a coin. The result is that people will make a profit by melting 
gold coins and selling the gold as metal. In this way a consi- 
derable part of good money is often driven out of circulation. 

(b) Hoarding 

When people want to hoard money for future emergencies, 
they will naturally hoard the good money and not the bad 
money. A portion of the good money may be hoarded and 
thus be driven out of circulation. 

(c) Payment abroad. 

Some portion of the good money of a country may be driven 
out of circulation by pa3mients abroad. 

A country has sometimes to remit coins to make foreign 
payments rising out of international trade and other interna- 
tional transactions. 

Now for these foreign pa3mients, good money will be used 
in preference to bad money. The reason is this : Foreign 
creditors will take bad money as well as good money only at 
their value as metal ; and so a smaller number of good coins 
would be required to make the same for eign payment for which 
a larger number of bad coins would be wanted. The foreign 
creditors will theref ore be paid in good c oins. Bad coins will 
be retained for the Ihti^al circulation of iTcountry where they 
have the same value as good coins (so long as the bad coins are 
legal tender and are accepted by pe<^Ie at their coin value). 
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IL The extent of application of Gresham’s law. 

Gresham’s law applies to the following cases in which bad 
money drives out good money: — 

(a) When a depreciated paper money is in circulation with 
•a metallic money, the depreciated paper money is bad money 
and the metallic money is good money. The metallic money 
will be driven out of circulation by the depreciated paper money. 

(b) When a worn money as well as a newly coined full 
weight money of the same metal are in circulation at the same 
time, the worn money is had money, and the newly coined 
money is good money. In this case the newly coined money 
will be driven out of circulation. 

The law was observed by Sir Thomas Gresham under the.se 
circumstances. 

(c) IVhen two metals, gold and silver, are in circulation 
and the value of one of them is higher in the currency than in 
the market for metals. Suppose one ounce of gold in the form 
of coin is equal to sixteen ounces of silver in coined form, but 
as metal one ounce of gold purchases only fifteen ounces of 
silver, then gold becomes bad money (t.e. overvalued money 
having higher value as coin than as metal) and silver becomes 
good money, and silver is driven out of circulation. Silver is 
withdrawn from the circulation because it has a higher value as 
metal than the value it has in the circulation in its coined form 

(This third case often happens under bimetallism). 

It will be seen that in this case (c) ^*bad money” refers to 
money in which the metallic value of the coin is lower than 
its legal value as coin, and 'good money’ refers to money in 
which the metallic value of the coin is higher than its legal 
^ value as coin. 

' » 

III. * Gresham’s Law — ^its limitations. 

(t) Good money as well as bad money will remain in the 
circulation, so long as the good and the bad money, taken to- 

*In view of these limitations. Prof. Kinley puts the law in this 
comprehensive form, "If more than one form of money la legally usable 
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gather, a re not in exces s of the monetary needs of the com*‘ 
inanity , TET such a case good^monejr will not be driven from 
the circulation. 

If the total stock of good money and bad money be m- 
s ufScient for the needs of the community, then owing to the 
great demand for money even J the.,good money will have 
greater val ue in its coined formthan as metal. So it will not 
be profitable to withdraw good money from the circulation and 
it will remain in the currency circulation. 

(2) Again bad money and fU>t good money will be driven 
from the circulation, when bad money is refused by the public^, 
on account of custom or public opinion. If in a country, people 
refuse to accept inconvertible paper (bad money) because it is 
very bad and very much depreciated in value and if they want 
gold, inconvertible paper (bad money) will be driven from the 
circulation. 

* When the people of a civilized country are forced by' 
war or other emergencies to a regime of inconvertible paper 
rhoney, they will try to get back to good money and to with- 
draw the bad money as soon as possible after the emergency 
is over. After a period of inconvertible paper money from 1914 


m a countrj’, and if one of these is more valuable for some othei use 
than it is for making exchange, then the inferior portion of the currency 
will supplant the superior to the extent that the two portions together 
exceed the need for currency in the country provided that public opinion 
or any other economic force does not inteitere with the operation of the 
self-interest of dealers in money.” 

According to Prof. Marshall, ^'Gresham's Law has been considered 
gcneially in relation to metallic currencies : it represents a tendency 
to take good coins out of the currency” and ^'Gresham's Law is that an 
inferior currency, if not limited in amount, will drive out the superior 
cwiency,** 

Gresham’s law is really a limited statement of a more general 
principle. In a community in which competition is free and intelligent, 
there is a constant effort to perform every economic service by the 
agency which yields the largest net results. 

* believe I shocked some people a little time ago by saying that 
it was false in the long run that 'bad money drives out good’, but I was 
perfectly right. Good money does in the end overcome bad, even whexs 
the baa is numbered by trillions”— Cannan, An Economist's Protest,. 
1927, page 391. 
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to 1925, England restored the gold standard in 1925 : so also 
certain other countries. 

Gresham’s Law in Europe during and after the War. 

During and after the War many European countries with 
a gold and silver currency issued enormous quantities of incon- 
vertible paper which greatly depreciated in value. According 
to Gresham’s Law, the depreciated inconvertible paper money 
(bad money) has driven the good gold and silver money out of 
the circulation — and many countries of Europe have had almost 
entirely paper money of varying degrees of worthlessness. 

As regards the disappearance of gold from circulation in 
England during and after the War, and the replacement of gold 
by treasury notes (practically inconvertible notes issued by the 
British Government), some maintain that this is also an instance 
of the operation of Gresham’s Law ; and other writers maintain 
that this is not a true instance of bad money driving out good 
money because the withdrawal of gold from the circulation in 
England was carried out by banks as a deliberate policy for 
increasing the Reserve of the Bank of England. (Under the 
Defence of the Realm regulations, it was made a criminal 
offence to melt down gold coins in England or to export them 
to foreign countries. So paper money became practically in- 
convertible in England, and the banks were free to withdraw 
gold coins from the circulation.) 

Gresham’s Law in India. 

The operation of Gresham’s I^aw is found in the Indian Currency. 
The gold sovereign is good money, it has a face (coin) value equal to its 
metallic value, and as compared with the sovereign, the silver rupee 
is bad money, it has a face value in normal times higher than its 
intrinsic value— and the bad money (the rupee) has a tendency to drive 
out the good money (the sovereign). The sovereign disappears (i) by 
exportation abroad when India has a balance of debt to pay to foreign 
countries, (ii) by melting for ornaments and industrial uses, (iii) and 
largely by hoarding. The rupee is not exj^orted because the foreigner 
will not take it at its artificial high value ; it is not melted for that would 
be a loss to the melter ; and when an Indian of means hoards he prefers 
gold to silver, and the gold sovereign to the token rupee with its 
artificial high value. 
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Sjfsteint of Metallic Currency — 

The Question of the Standard ; Monometallism (the 
Single Standard), Bimetallism (or the Double Standard), 
•and the Gold-Exchange Standard. 


There are different systems of metallic currency, 

/ A monetary system in which the principal or standard 
mraey is composed of one metal (gold or silver) is called mono- 
metallism. In pre-war England the 
iMopometallisin. Standard money is composed of gold, 

and so England has gold monometallism. F^e-war China has 
silver monometallism. 


’'^Different ways of combining gold and silver in the 
currency system of a country. 


In modern times two chief ways of combining gold and 
silver in the currency S5^tem of a country have been tried. 

(i) In the nineteenth century, Britain since 1816, followed 
by the United States of America, Germany and other European 
countries, have maintained the gold standard — gold as the 
standard of value with silver as subsidiary and token money. 


* In ancient times in Asia Minor, money was used made of 
electrum, a natural alloy of gold and silver. 

IMarshall’a idea of gold-and-silver symmetallism as the standard has 
considerable theoretical interest, though not practically tried. “This 
suggestion is first found in his reply to the Commissioners of Trade 
Depression in 1886. He argued that ordinary bimetallism would always 
tend to work out as alternative-metallism. “I submit,” he went on, 
“that if we are to have a great disturbance of our currency for the sake 
of bi-metallism, we ought to be sure that we get it . . . My alternative 
scheme is got from his (Ricardo’s) simply by wedding a bar of silver of, 
say, 2000 grammes to a bar of gold of, say, 100 grammes; the govern- 
ment undertaking to be always ready to buy or sell a wedded pair of 
bars for a fixed amount of currency .... This plan could be started 
by any nation without waiting for the concurrence of others.” He did 
not urge the immediate adoption of this system, but put it forward as 
being at least preferable to bi-metallism. The same proposal was 
repeated in 1887 in his article on “Remedies for Fluctuations of General 
Prices,” and in 1888 in his Bvi<toce before the GoJd and Silver Com- 
mission ” — Memorials of Alfred Marshall edited by A. C. Pigou, 1925, 
pages 3i-3a. 
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(a) For several centuries, leading European countries had 
followed bimetallism losing both gold and silver as standards 6 f 
value before they established gold monometallism or the single 
gold standard. 

^ monetary system in which the principal or standard 
money is composed of gold and also of silver is called bi-metal- 
lism.‘ It is essential to a complete 

* bimetallic system that (a) l^th metals 

should be unlimited legal tender and (b) both should be freely 
coined at a fixed ratio of exchange between the two nietals. In 
all modern countries where bimetallism has been tried, the two 
metals used have been gold and silver. 

Under monometallism, only one metal forms the standard 
money and is the standard of value, only one metal is unlimited 
legal tender and only one metal is freely coined and is important 
in the circulation. 

Under bimetallism, two metals form the standard monej" 
and are the standards of value and two metals are freely coined 
and are unlimited legal tender and are important in«the circula- 
tion. 

’ Limping Bimetallism — the Etalon Boiteux, 

A monetary system in which two metals are unlimited legal tender 
and are important in the circulation, but only one has got free coinage 
^such a monetary system is called Ivimping Bimetallism or imperfect 
Bimetallism. France had gold and silver coins as unlimited legal tender 
but only gold coins had free coinage. France had therefore the Limping 
Standard. 

Decline of Bimetallism. 

Bimetallism has been tried in the United States, also in 
Europe. It was practised in France and in the countries of 
the Latin Monetary Union from the end of the eighteenth 
century till 1873. 'Mie Latin Monetary Union included France, 
Italy, Greece, Belgium and Switzerland. 

Triumph of Gold Monometallism in pre-war Eur ope. 

For sometime the tendency of monetary evolution has been 
in the direction of gold monometallism. Bimetallism is 



MONEY 


65 


displaced — and al^ silver monometallism. The system of gold 
monometallism has been established in England in x8i6» 
Germany in 1873, Austria in 1892, Russia in 1897, and in Japan 
in 1897 and in the United States in 1900. 

The displacement of silver is an important chapter of mone* 
tary history. For hundreds of years silver had been freely 
coined and had been the more important money metal of the 
world ; and it was deposed and discarded from its pride of place 
in the brief course of one generation. 

Germany after her triumphant success in the Franco-German War 
adopted the Gold Standard in 1871-1873. And Germany was followed by 
the Scandinavian monetary union in 1873. So the demand for silver for 
currency purposes was substantially reduced, and at the same time there 
was a large increase in the supply of silver from the American silver 
mines (the Comstock lode). The result was a heavy fall in the price of 
silver. The Latin Union had free coinage of silver; and it was now 
flooded with silver and threatened with a loss of its gold — ^and so in 
1878 it stopped the free coinage of silver. *‘To all intents the Latin 
Union has been on a gold basis since 1878, because although the silver 
five-franc coins are still full legal tender, there is no free coinage.*’ 

The United States is a great silver-producing country. And during 
the last quarter of the nineteenth century it made great efforts to check 
the fall in the price of silver— partly in the interests of the silver- 
producers and partly because of the agitation of the farmers who 
attributed the fall in the price of wheat to the competition in the silver- 
standard countries. The Bland-Allison Act of 1878 provided for the 
monthly purchase by the government at the market price not less than 
two nor more than four million dollars of silver bullion and to coin it 
into the standard silver dollars, which were made legal tender. The 
Sherman Act of 1890 repealed the Act of 1878 and arranged for the 
monthly purchase by the government of four and a half million ounces 
of silver at the market ppce. Within a few years the large accumulation 
of silver drove out the gold and threatened the stability of the gold 
reserve. And when in 1893 India stopped the free coinage of silver, the 
United States had to repeal immediately the Sherman Act and finall^^ 
abandoned the efforts **to create an artificial market for silver as a 
stepping-stone to bi-metallism.” India adopted the gold standard (the 
Gold-exchange standard) in 1899 and in 1900 the gold standard w*as 
established in the United States. 

Rettontioii of die Gold Standard in ftritam and in many 
coontriei after the War. 

The triomph of gold monometallism was interrupted 
temporarily at least hy the last great European War which 
overthrew the gold standard in all the big pre-war gold- 
n— 5 
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standard countries including even Britain and excluding the 
United States of America. The gold standard was restored in 
Britain and in many countries after the War. 


The Question of the Standard. 

What are the things which do — which should — ^influence a 
country in deciding whether it should adopt Bimetallism, 
Monometallism or any other kind of standard ? Economic 
writers, most of them, are agreed that a country should select 
that standard which will enable it (i) to have a stable internal 
value of money {and stability of prices within the country) pro- 
moting the smooth course of consumption, production and 
exchange, (2) to have a stable external value of its money, i.e,, 
stability of exchanges with foreign countries maintaining and 
developing its foreign trade. Economy is desirable — ^but not 
at the cost of eflSciency. Simplicity of working, if possible, is 
an additional attraction. Also the system should not be too 
refined or theoretical for the people at large. Then it would 
inspire confidence — and the people*s confidence is essential to 
the successful working of the monetary system. 


1. BIMETALLISM (The Double Standard.) 

The Arguments usually urged in favour of Bimetallism. 

Bimetallism is no longer an active force. The agitation 
for bimetallism is now a thing of the past, though in its time 
it was very urgent, insistent and wide-spread in character and 
powerfully supported by a strong body of scientific opinion. 

The arguments of these advocates of binletallism are 
noticed below. 


a (i) The main requisite in a standard of value is that its 
value should be as far as possible stable (i.e. its purchasing 
power should be constant). Advocates 
of bimetallism maintain that bimetallism 
secures a more stable standard of value 
and more stable prices than mono- 
metallism in the following ways : 


{ Bimetallism provides 
a more stable standard 
of value than mono- 
metallism and lessens 
fluctuations of prices, j 


* Bi-metallism is the only scheme for securing stability of the 
.standard of value which has received any substantial measure m popular 
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ia)f They say that when two metak are used the total stock, of 
mofley is larg er than only when one metal is used to form 
standard n^ney ; and the total stock of money in bimetallism 
being larger, any addition to Jthe quantity of money will affect 
the value of money and the price level in a smaller dej;r^ than 
under monometallism, (b)* It is also urged by the bimetallists 
that the increase or decrease in production of one metal will 
be often counteracted by the decrease or increase in the pro- 
duction of another metal ; and so the total result will be that 
the value of money will be steadier under bimetallism than 
under a monometallic system, and therefore general will , 

be steadier under bimetallisn^ This argument has a certain 
amount of value. ^ 

Historically bimetallism in Prance in the period imme- 
diately after 1850 served to steady (i) the ratio between gold 
and silver, and («) the general level of prices. So far the 
bimetallists were justified. But since 1890, there had been a 
-great increase in the supply of gold from the world’s mines and 
the indications are that there would have been also a great 
increase in the supply of silver if bimetallism had been esta- 
blished with the free coinage of silver ; and so the establish- 
ment of bimetallism instead of steadying prices in fact would • 
have made prices less stable than they are under mono- 
metallism. 

(2) ^Bimeiallisin by a rise in prices benefits pr oducer s and 
encourages productiori. 

Some bimetallists maintain that under bimetallism the total 

support. Other schemes with this object are at present only of 
academic interest--polymetalli8m (circulation of more than two metals), 
symmetallism (two or more metals joined physically together in the 
same coin or in linked bars), joint-metallism (a kind o? Bimetallism 
at a fixed ratio), also Fisher’s scheme of the compensated dollar and 
an artificial gold exchange standard. (Fisher— Tha Purchasing Power 
of Money, Qhapter XII). 

* The fact is that under certain exceptional conditions, even one 
metal may secure more steadiness than two metals. ^'Two variable 
metals joined through bimetallism may be linked to two tipsy men 
docking arms. Together the^ walk somewhat more steadily than apart, 
although if one happens to be much more sober than tne other, his 
own gait may be made worse by the union.” (Fisher— Tks Purchasing 
Power of Money, Chap. XIH). 
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money stock would be larger and would increase more rapidly^ 
than under monometallism ; and thus /there will be a gradual 
de^eciation in the value of money a:^ rise in tl^ prices of 
commodities under bimetallism which will stimulate the pro- 
ducers of commodities by increasing their profits' 

Owing to the demonetisation of silver and the abandon- 
ment of bimetallism by the Latin Union in 1873, prices fell and 
the fall in prices discouraged producers. 

(3) Bimetallism by a rise tn prices {and a fall in the value 
of money) benefits debtors. 

According to some advocates of bimetallism, the bimetallic 
system brings about a gradual depreci|ition in the value of 
money and thus benefits the debtor class by reducing the 
burden of debt. 

(4) Under a complete system of bimetallism in which both 
metals are unlimited legal tender for all payments, the banks 

would be able to keep and manage 
helps r^g^rves of metal more easily 

and economically and the rates for 
money would be lower and more uniform. 


(5) Another very important claim made by the bimetallists 
is that bimetallism ^elps the develop- 
And stimulates foreign ment of foreign trade by establishing a 
trade. par of exchange between gold-using 

and silver-using countries.^ 

Now, two countries having the same metal as the standard 
of value, have a par of exchange between them in their inter- 
national trade exchange b 3 ng said to be at par when a 
merchant paying a certain amount of money metal in his own 

g auntry can purchase the right to get exactly th£_same amount 
metal in a foreign countr]j^ 

But between two countries one having silver as the standard 
of value and the other having gold as the standard of value, 
there is no fixed par of exchange — ^the relative value of gold 
and silver is not a fixed one but fluctuates according to the* 
variations of demand or supply of the two metals. 

If several nations accept bimetallism and establidi a fixed 
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ratio between gold and silver by international agreement^ a fixed 
par of exchange between them is established. There will be 
no large fall in the price of gold as compared with silver, or 
large fall in the price of silver as compared with gold, merchants 
will not suffer any losses in their foreign trade through 
fluctuations in the price of gold or silver and the risks of 
business being thus diminished, the commerce between gold- 
using and silver-using countries will be increased. 

% 

Some Arguments usuaUy advanced against Bimetallism. 

(1) Bimetallic countries have really one money and that 
the worse money. 

If a nation accepts bimetallism, then under the operation 
of Gresham’s Law the country will be left with the bad money 
ii.e. money overvalued in the circulation and having a higher 
value as coin than as uncoined metal) and the other metal will 
go out of circulation.) 

(Prof. Marshall urges the following important considerations). If 
the use of gold in the arts iivcreases, the value of gold will rise; and 
if in the currency a fixed ratio between gold and silver is established, 
then the market ratio between gold and silver will differ from the 
monetary ratio. There will be speculation as a consequence of this, and 
its attendant evils). 

(2) Opponents of bimetallism declare that when the legal 
ratio between the two metals in the currency will differ from 


* Some historical examples of this are given below. 

Currency History of France. 

In Europe, many countries adopted gold monometallism by the 
year 1873; i*i the countries of the bimetallic league called the 
Latin Union, silver being overvalued in the 
Silver threatening to circulation, under the operation of Gresham’s 
displace gold. law gold began to disappear from these 

countries and flowed into the gold mono- 
metallic countries. The countries of the Latin Union were threatened 
with the danger of being left with one money (silver mone3r) and that 
composed of the metal having a higher value 
Gold driving silver as coin than as bullion. (2) During the rule 
out of the circulation. of the third Napoleon in France, the silver 
money being undervalued in comparison with 
gold in the currency, gold (bad money because overvalued in the 
currency) began to displace silver from the circulation. 
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,the market ratio, creditors will want payment in the dearer metal 
land debtors will want to pay in the depreciated metal. A great 
deal of confusion will be the result of all these. ' 

U Bimetallism practicable? 

In addition to the arguments already advanced in favour 
of bim^llism (see pages 67, 70), the bimetallists maintain that 
tjie bimetallic system is quite practicable. They maintain that 
this is shown by the experience of the Latin Monetary Union 
which successfully maintained a bimetallic system from the end 
of the i8th century to 1873. 

At the time of the establishment of bimetallism, the legal 
ratio between the two metals in the currency should be the 
same as the market ratio between the two metals in the market 
for metals ; and if this be done, then the legal ratio can be 
maintained under certain circumstances. 

If only one country accepts bimetallism, then the ratio will 
not be maintained and bimetallism will collapse. As soon as 
the value of one of the metals rises or falls in the market 
owing to the fluctuations of demand and supply, the market 
ratio between the two metals comes to differ from the legal 
ratio and under the operation of Gresham’s law* the good money 
(i.e. the money made of the metal which has a higher value 
as metal than as coin) will be exported to foreign countries and 
the country will be left with only one money (bad money made 
of the depreciated metal). 

'But if many countries accept bimetallism with a fixed ratio 
between gold and silver, then the operation of Gresham’s law 
can be counteracted and bimetallism can be maintained at the 
legal ratio fixed upon by the governments. 

b ^ose the governments of several nations establish 
sm at the ratio of 15 to i (i oz. of gold in coins =15 
oz. of silver in coins), that being also the i^arket ratio at the 
time* Then after a time the value of one of the metals, viz. 
silver falls in the market — i oz. of gold bullion becomes equal 
to 16 oz. of silver bullion. The value of silver being now 
higher in the form of coins than as bullion, people will find it 
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profitable to coiu jjbrer bullion into silver coins ; debt(M:s will 
now want to make their payment s 
coining the depreciated metal (i.e. 


Compensatory action 
of the double standard. 


silver) and in this way there will be an 
incrjsis^ demmd for the depredated metal and the increased 



demand for t he m etal will -check tl 
Payments will be ma^ now in dl 
there will be less ddAimd for 
fall. In this wtj/h ^.*9 fire 
silver endin 

and he brought hack 

ratio bjjHPIr^old and in'tthe currency (i 

coins =15^. of silver in doins). This is called 
salary action of bimetallism^ * 

The larger the number of countries accepting bimetallism 
at the same fixttd ratio, and the greater the economic resources 
of these countries, the stronger will be this compensatory 
action. ^ 


value, 
and so 
{ aS(|d will ' 
depreciated 
tween goldj 
to the legal] 
oz. gold tn^ 
the compen^ 


It thus appears tha]; national bimetallism (bimetallism 
established in on^ country independently of other countries) 
is impracticable ; international bimetallism (bimetallism estab* 
lished at a fixed ratio by the joint agreement of several nations) 
is practicable. 


Under what conditions is a Bimetallk System practicable? 

The first condition is that it must ee accepted at a fi^xed 
ratio by^thc joint agreement of several industrially and com- 
inercially powerful nations. With bimetallism universal or 
general am&fii nations, the ratio might be maintained. 

But as many economists point out theie would be great 
difficulty as regards securing an international agreement for the 
purpose of bimetallism. ^'Kach country makes it a point of 
honour to adopt a gold standard. The English Government, in 
particular, whose aid would be indispensable in re-establishing 
bimetallism, has always set its face against it.’’ 

And at present there is no immediate prospect of such 
international agteement for establishing bimetallism. 
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International Bimetallism. 

« 

Advantages. 

(1) International bimetallism has all the advantages des- 
cribed on pages 67, 70 in a fuller measure and over a much 
wider area than national bimetallism. 

(2) International bimetallism secures a par of exchange 
between gold-using and silver-using countries which national 
bimetallism does not. 

(3) It has been already seen that international bimetallism 
is practicable and can be maintained ; but this is not the case 
with national bimetallism. 

Obstacles to International BimetaUism. 

The following are some of the difficulties which, in the past, have 
stood in the way of the establishment of bimetallism by an international 
agreement among nations. 

(1) Nations think that the system of gold monometallism increases 
The question of natio- national predtige, and this makes them 

nal prestige. opposed to bimetallism. ' 

(2) Different countries have now got different ratios of coinage 

between gold and silver; and it would be 
Difficulty of establish- difficult to change these different ratios into 
mg a common ratio. ^oantries. 

(3) England is a great creditor nation; and under her gold mono- 

metallic system the interest to be paid to her 
The apprehensions of for the money lent by her to other nations is 
creditor nations. due in gold. If international bimetallism is 

introduced, England fears that the interest 
may be paid to her in depreciated silver money ; in that w’ay she might 
incur large losses. The opposition led by England against international 
bimetallism is one of the chief causes of the non-acceptance of bimetal- 
lism by nations. 

(i) Banks would refuse to make future contracts in terms of silver 
.as they expect ‘depreciation of silver.* They 
Banks opposed to in- would hoard gold and the Governments also 
«hem« bimetallic ^ ^^rtain extent. The 

bimetallic system would thus break down. 

Decline in the Bimetallist agitation brought about by an 
increased production of gold. 

The demand for bimetal&in has in a great measure 
diminished. A large body of people wanted bimetallism on 
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the ground that it would bring about an increase in the volume 
of the currency and a fall in the value of money ; and they 
have had their desire satisfied by the increased production of 
gold in pre-war years of the nineteenth century. 

Prof. Marshall says in his Money, Credit and Commerce 
“The advantages of basing the currencies of the world on two 
metals rather than one seem to be estimated by careful thinkers 
now at a lower value than formerly. “ 

Bimetallism is no longer a question of general public 
interest ; though there are in Europe and America some 
economists* who believe that international bimetallism is 
practicable and desirable. 

International Monetary Conferences. 

Many distinguished theoretical economists and also some 
practical statesmen have favoured the idea of bimetallism on an 
international scale. The movement has always received the 
powerful support of the United States. The opposition of 

International monetaty England, the apprehenaons of the 
€onference6 have failed business world and other practical 
to establish international difficulties have been strong enough to 
bimetallism. prevent the establishment of a bi- 

metallic agreement among nations. The two important 
monetary conferences, the Paris Conference of 1878 and the 
Brussels Conference of 1892 did not succeed in bringing 
about any international agreement about bimetallism. 

In recent years, Prof. Gustav Cassel, an eminent Swedish 
economist, has expressed the opinion that there is going to be a 
•shortage in the world's production of gold in future ; and this 
lias once more revived interest in schemes of bimetallism. 

Bi-metallism and the World Economic Depression. 

The world economic depression has brought about a heavy 
fall in the prices of agricultural products, minerals and manu- 
factures in all countries, has caused the gravest hardships to 
producers, labourers, traders and governments. The price 
level of commodities has to be raised to remedy the existing 
intolerable situatu>ii. A most important cause of this world 
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economic depression is that the United States and France have 
secured the greater part of the world’s gold supply leaving less 
than their due share of gold in other countries of the world, 
and thus bringing about falling prices in these other countries. 
On account of the closeness of the international economic rela- 
tions now-a-days, the United States and France also have not 
escaped falling prices and their damaging effects. Some have 
suggested that the adoption of international bimetallism by 
leading countries will base the world supply of purchasing 
power on two metals, gold and silver (instead of gold only), and 
will thus make available the increased supply of purchasing 
required to raise the world’s price level. The world badly 
requires a rise in the price level at present. 

* But this talk of the revival of bimetallism is not finding 
influential support. International bimetallism, if adopted by 
all leading countries, will be practicable. But the prejudice 
against silver in France, Britain and other leading countries is 
strong, so international bimetallism is not going to be 
established. Important countries — Britain and others —are 
rather thinking of the restoration of the gold standard (if not 
in the immediate future and) with greater economy of gold 
and closer co-operation between the Central Banks of the 
different countries. 

II. MONOMETALLISM. 

(The Single Standard) 

All important modern countries (except China) following 
Monometallism follow the gold standard. (But half the world 
is now on the paper standard). 

Arguments against Monometallism. 

The arguments used in favour of bimetallism tend to show 
the superiority of bimetallism over monometallism — these 
arguments are obviously arguments against monometallism. 
(See pages 67-70). 

* Refer to the Draft Annotated Agenda submitted by the Prepara- 
tory Commission of Experts in connection with the World Monetary 
and Economic Conference, pp. 17-18. 
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* The case for Gold Mkmomelallitiii — ^the arguments m 
favour of Gold Monmnetallism. 

As has been already indicated, the agitation in favour of 
bimetallism weakened greatly on account of the increased pro- 
duction of gold. Bimetallic schemes have been rejected by 
international monetary conferences. The principal arguments 
generally advanced in favour of gold monometallism are the 
following : 

(1) ' Gold monometallism is simpler than bimetallism and 
so more easily worked in practice. 

(2) Gold being the dearer metal is more serviceable as 
currenc}’' to the rich and economically progressive communities 
in Britain, the United States, etc., with their comparatively 
large scale of inpomes and transactions. 

(3) The most important thing in a monetary standard is 
stability — the monetary standard should secure stability of 
domestic prices and stability in international exchanges. And 
advocates of gold monometallism maintain that gold mono- 
metallism is expected to maintain this stability better than any 
other proposed system. 

• Various theoretical standards have been proposed for securini^ 
stability of the value of money better than is done by the gold standard 
(see Proposed Monetary Reforms, pages These may be 

suitable when peoples and governments are more civilised. With peoples 
and governments as they are at present the Gold Standard is the best 
available instrument. 

“The Gold Standard has been rightly described as an expedient fit 
only for a barbarous age. But can any one who has lived through the 
Great War have any doubt that a barbarous age is precisely what we 
have for the moment to provide for? The cruder and simpler principle 
may suit us best for the present and immediate future'* (Cannan — 
Economic Journal, June, 1924, p. 161). 

“With all its shortcomings, the gold standard seems to be the one 
which involves the least injustice” (StMgman— Principles) . 

“The best check to irregular fluctuations in the volume of ‘money' 
and also the irregular fluctuations in the use of the credit substitutes 
for money, is that all shall rest securely on gold the world over. So 
long as this is the case, there will be neither very wide changes in 
prices in the course of any one generation nor very a|>rupt fluctuations 
at any time or in any country. It is not a perfect arrangement; but 
it is the best workable one that is available” {Tanssig^Prineiples, Vol. I 
chapter 31). 

Gold provides for stability of prices by limiting the volume of 
currency by physical cduses. 
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Again the progress of industrial invention gives us 
grounds for believing that the supply of gold from the mines» 
(with economising of gold by central banks and international 
co-operation) will be equal to the demand for gold under the 
system of monometallism. 

For the recent break-down of the Gold Standard in many 
eountries on account of the lack of international co-operation, 
refer to pages 8i, 82, 86, 87. 

Two important types of the Gold Standard — 

(1 ) The Gold Standard with a Gold Currency and (2) 
the Gold BuUion Standard. 

T he of th& gold standard is the gold standard 

with a substantial quantity of gold coins in circulation (in addi- 
tion to paper money). This kind of the gold standard is 
known as the gold circulation system. Gold is the standard 
of value for measuring the values of commodities and services 
in the country. Notes are valued in terms of gold, are con- 
vertible into gold coin^v whether these gold coins are required 
for internal use or for export, ^efore 1914, Britain had this 
kind of the gold standard, also the U. S. A., France, Germany 
and other leading countries. 

The i>osUwar tvi>e of the sold standard is the Gold Bullion 
Standard. In this kind of the gold standard the monetary 
circulation consists largely of paper money (as in England after 
1925) or largely of paper and silver (as was suggested for India 
by the Indian Currency Commission of 1926) — ^there is little or 
no^old^ in. jcira^^ Gold is the standard of value. For 
Hhe paper representative of the monetary unit (pound sterling 
1 note or rupee note) has a fixed gold value, and at this fixed 
gold value notes are conyertihle into gold hat or gold bullion 
I (not into gold coins)] the gold is required for interned 

T piitposes oVfor export. As the Macmillan Repor t puts it “The 
gold price of the paper representatives of gold is determined by 
the limits at which the Central Banks will give gold for paper 
. or paper for gold*\ ^e Gold Bullion Standard 
TO ld reserve ,to maintain the gold value of the monetary unit. 
^ The supporters of the Gold Bullion Standard point out that 
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this type of the gold standard Js_a «iandard mam- 

taining the v alue of the monetary unit at a fixed gold va/ue— at 
the same time the C^ld Bullion Standard avoiding the circula- 
tion of gold is more ocon^iggl. than the old type of the gold 
standard with a gold currency, also more scientific in certain, 
other ways ; and because of the economy of gold, the Gold 
Bullion Standard is. more suited.. to. the impoverished nations, 
after the World- War. 

Britain introduces the Gold Bullion Standard A 1S25» 
The Gold Bullion Standard proposed for India in"ra26. 

During the War (1914 — 1918), and for some years after 
Britain circulated vast quantities of inconvertible paper money, 
was on the inconvertible paper standard, did not maintain the 
gold standard. In 1925, Britain succeeded in restoring the 
gold standard in the form of a gold bullion standard. By the 
Gold Standard Act of 1925, the Bank of England '*is obliged 
by the law to sell gold bullion to any one who pays for it in 
legal tender .(which in this case means bank-notes), at 
£,1 loj^d, per ounce standard, but only in bars contain- 
ing approximately 400 fine ounces. Free convertibility of the 
bank-note for those who want gold for export is thus secured, 
and the golden link is firmly riveted between the English 
pound and the currencies of other countries that are on the 
gold standard, or are more or less closely hitched to it. This 
golden link between the currencies of the chief countries of 
the world is of immense benefit to international trade, by 
keeping fluctuations in rates of exchange within moderate 
limits" — Hartley Withers, The Meaning of Money, 1930, 
pages 25—26. 

The Indian Currency Comniission of 1926 recommended 
that India should abandon the gold exchange standard and 
should introduce a gold bullion standard. 

The essentials of the Gold Standard, 

The essentials of the pre-war Gold Standard — ^the Gold 
Standard with a circulation of gold coins — have been already 
indicated. To quote the Report df the Gold Delegation of 
the Financial Committee of the League of Nations "The 
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normal features of the gold standard in its simplest form 
would be the acceptance of gold without limits by Governments 
;at a fixed price for minting into coin, the free circulation of 
gold coin as full legal tender and the unrestricted import and 
•export of gold". 

The essentials of the post-war Gold Standard — ^the Gold 
Bullion Standard (without a circulation of gold coins) — have 
been also described. 

In both forms of the Gold Standard one thing is common 
without which a true Gold Standard cannot exist — the value 
jo/ the monetary unit of the country has an approximately 
fixed value in terms of gold ; the value of the monetary unit 
and the value of a fixed weight of gold are kept equal to 
each other. This is what makes it a true Gold Standard.* 

III. The Gold Exchange Standard. 

>Tn certain countries before the World-War, and after the 
jailure to secure any international agreement about bimetallism, 
the gold exchange standard was evolved as a new^ method of 
approaching the problem of stable exchanges between gold and 
.silver countries — ^between countries using gold like Britain and 
the United States and countries using silver like India, Mexico, 
Panama and the Philippines. 

If in the monetary system of a country we have (i) coins 
of two metals as unlimited legal tender, (2) the use of a local 
•currency mainly not of gold in the internal circulation, and 
some degree of unwillingness to supply gold (international 
currency) for internal circulation in exchange for the local 
currency, (3) a high degree of willingness to give international 
currency in exchange for local currency at a certain maximum 
rate for making payments to foreign countries and the use of 
a reserve of the superior metal and other foreign credits for 
this purppse, then such a system is called a ^oldJExchange 
Stgiiidaxd*' 

I^The gold-exchange standard was first introduced into Java 

* "The phrase "a gold standard will be used to denote a state of 
affairs in which a country keeps the value of its monetary unit and the 
value of a defined weight of gold at an equality with one another."— 
Hobertson, Money, 1930, Chap. IV, page 64. 


MONEY 


79 


and it has worked in India, the Philippines. Mexico and 
Pan^a.) 

An the pre-war period and roughly between 1899 and 1917, 
Indtd had a gold exchange standard^ — she used an inferior 
metal (silver) for the local currency and made gold 
(international currency) available for foreign payments, at a 
certain maximum rate in exchange for local currency ; and 
India had a reserve (consisting largely of foreign credits in 
Britain) called the Gold Standard Reserve for maintaining the 
Gold Exchange Standard.) 

The Indian gold exchange standard had an internal 
currency chiefly of rupees, and it made gold available for 
foreign payments in exchange for rupees —and so it is called 
a compromise standard, a compromise between the silver and 
the gold standard. 

Recent abandonment of the Gold Standard by Britain 
and many other countries. The Sterling Standard in Britain 
and the Sterling Exchange Standlurd in India to-day. 

Over the greater part of the world, the gold standard has 
ceased to function due to the world economic depression and 
certain connected causes. (For the causes, refer to pa^es 86-87). 

In September Britain was compelled to abandon the 

gold standard. Before the end of October, all the British 
Dominions excepting South Africa, the rest of the British 
Empire, and the three Scandinavian countries, as well as 


* Mr. Robertson makes the following observations in connection 
with the gold exchange standard : 

“ an interesting group of countries which before the war 

included India^ and still contains a number of countries (such as the 
Philippines) with a political status similar to hers. In these countries 
(i) the standard money is token money, (2) but is nevertheless regulated 
by Government in a manner which is not arbitrary, but is designed to 
keep the value of the standard money stable in terms either of some 

other country's money or of gold 

Under this system, then the quantity of standard money is regulated 
by Government not arbitrarily, but with reference to the world value 
of gold : and the value of the money of such a ‘‘gold exchange stan- 
dard" country tends, lilce the value of the money of a gold standard 
country, to equal the marginal cost of production of a given weight of 
gold." 
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Portugal, Egypt, Bolivia and Finland had departed "from gold. 
Japan followed in December 1931, Greece in April 1932, Siam 
and Peru in May 1932. 

Britain is now on a paper standard, the standard of value 
being the paper pound (the paper note) not convertible into' 
gold — it is said to be on the sterling standard, the paper pound 
sterling (not the gold pound sterling) being the standard of 
value now in England. India and other parts of the British 
Empire (excluding South Africa) are now on the sterling 
standard, the value of the monetary unit in each of these 
countries being kept at an approximately fixed value in relation 
to sterling. In India the rupee is being maintained at an. 
approximately fixed value of is, 6d, sterling. India at 
present has not a gold standard, the monetary unit (the Indian 
rupee) having no fixed value in relation to gold and being 
not convertible into gold. India has now no gold exchange 
standard, the Indian rupee being not convertible into gold at 
a fixed value even for foreign payments. India has only a 
sterling exchange standard— the Indian rupee being convertible 
for foreign payments at a fixed value only into sterling or 
the paper pound (paper money) of England. 

The Proposed Sterling Bloc. 

It has been suggested that Britain, India and other 
countries of the British Empire, also certain other countries 
outside the Empire including the Scandinavian States may 
form a sterling bloc. The British Empire is on the sterling 
^standard and the currency of the countries outside the Empire 
willing to join the sterling group may be so regulated as to 
remain at a certain parity with sterling. Prof. Gustav Cassel 
in his memorandum of dissent relating to the Report of the 
Gold Delegation of the League of Nations maintains ''within 
such a "Sterling Group", it would be possible to develop a 
sound international trade of some stability". 

Prof. Gregory examines the case for a currency union 
upon a paper basis and is not highly impressed— Gregory, 
The Gold Standard and its Future, 1932, pages 86 — 89. 

As regards the countries which have been forced recently 
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to abandon the gold standard^ Prof. Gustav Cassel thinks .... 
‘^several years must elapse before a restoration of an inter^ 
national gold standard system can be seriously contem- 
plated 

It is an open question whether it will be possible in the 
future to restore the gold standard as an international monetary 
system. It is quite possible that the difficulties will prove 
insuperable, and that the paper-standard system will attain 
such a stability as to become generally acceptable 

The International Gold Standard before its recent 
abandonment. 

**To restore gold to its old position as an international standard of 
value was the avowed aim of currency policy for a period of six or 
seven years after the cessation of hostilities. This aim was endorsed 
by two International Conferences, that of Brussels (1920) and Genoa 
(i9««)* 

By an international gold standard is to be understood not identity 
of the currency arrangements of all the countries comprising the gold' 
standard group but the possession by all of them of one attribute in 
common, namely that the monetary unit (i.e, pound sterling, dollar,, 
franc, mark and so on) should possess a gold value prescribed by law, 
or, rather, a gold value within the limits of the buying and selling 
price of gold of the local Central Bank* In almost all countries gold 
coin has now been withdrawn from circulation and its place taken by 
paper representatives of the gold. The gold price of the paper 
representatives of gold is determined by the limits at which the Central 
Banks will give gold for paper, or paper for gold. 

The legal determination by each of a group of countries of the 
gold equivalent of the monetary unit, though an essential, is not the only 
condition of an effective international gold standard. Something more 
is necessary; namely, the right freely to import gold and to tender it 
in unlimited quantities to the Central Bank; and the converse rights 
freely and in unlimited quantities, to draw gold from the Central Bank 
and to export the gold so obtained 

Primary objective of the Gold Standard, 

The primary object of the international gold standard is to maintain 
a parity of the foreign ^changes within narrow limits; this has the 
effect <i securing a certsfffi measure of correspondence in the levels of' 
prices ruling all over the gold standard area .... 

The fact that a state of temporary disequilibrium can be adjusted*. 

II— 6 
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by flows of gold or foreign exchange does not remove from the .currency 
authority the necessity of caution and of interpreting the situation in 
the light of its fundamental duty of safeguarding the national standard 

The ultimate aim— the restoration of the international value 

of the currency — is clear, but the action to be taken, and the precise 
moment at which it should be taken, remain in the sphere of dis^tion 

and judgment, in a word with ''management.*' The sense in 

which the gold standard can be said to be automatic is thus very 
limited; it is automatic only as an indicator of the need for action and 
of the end to be achieved. 

Secondary objectives of the Gold Standard, 

It may be considered a secondary object of the international gold 
standard to preserve a reasonable stability of international prices. The 
mere existence of an effective international gold standard does not, 
however, guarantee stability of prices as a whole either over space or 
over time 

Conditions necessary for the working of Gold Standard, 

The international gold standard is intended to subserve the general 
idea of stability--as regards the relations between currencies, and price 
relationship over space and time— -but it does not, in and of itself, 
guarantee that this ideal will be realised. The international gold 
standard can, under appropriate conditions, enable both exchange 
stability and considerable degree of price stability to be attained 
simultaneously, over a wide area, but, the mere fact that the standard 
is gold, and that it is international, will not under all conceivable 
conditions and varieties of policy, automatically bring about these 
results. In other words, there are "rules of the game", which if not 
observed, will make the standard work with undesirable, rather tbAti 
beneficial, consequences. 

It is difficult to define in precise terms what is implied by the 
"rules of the game." The management of an international standard 

is an art and not a science, We consider that the following 

principles would be generally accepted : — 

(i) The international gold standard system involves a common 

agreement as to the ends for which it exists. 

(ii) It should be an object of policy to secure that the inter- 

national gold standard should bring with it stability of 
prices as well as that it should guarantee stability of 
exchange. 

(Hi) Action by individual Central Banks whi^,, by tepercussions 
; on the policy of the others, imperils the stability of the 
price level should, as far as possible, be avoided"— THs 
Macmillan Report, Palt I. Chap. HI. pp. 18-34. 
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Important diangat in the GoU Standard bafora its 
iMreakdown. 

*'The more important changes which were effected before the recent 
breakdown of the system over large areas of the world may be 
•enumerated as follows : — 

(a) In most countries gold coin had been effectively withdrawn 
from circulation, and monetary gold had been concentrate largely in 
.the vaults of Central Banks. 

(b) For the obligatioa of Central Banks to convert their notes into 
gold coin, there was substituted in most countries an obligation to 
convert them into either (») gold bullion, or (ii) foreign gold exchange, 
«or (iii) either the one or the other at their option. 

(c) Banks empowered to convert their notes into sight claims on 
gold were allowed by the new banking laws to keep the whole or a 
part of their reserve in the form of such claims. There is no necessary 
connection between these two provisions. Some Central Banks which 
were obliged to redeem their notes in gold have the right to keep part 
•of their reserves in foreign exchange. 

(d) In consequence, banks enjoying this alternative were in the 
habit of holding in their reserves gold exchange on certain international 
monetary centres, principally New York and I/ondon, which collectively 
have amounted to very considerable sums. 

(e) In most cases, whether such foreign gold exchange was 
allowed to constitute a part of the gold reserves or not, the total 
reserves required by the new legislation were expressed as a definite 
percentage of total notes outstanding or notes plus Central Bank sight 
liabilities. Although this percentage reserve system is by no means 
new, it became, in recent years, more generally adopted than before 
the war, and frequently in a more rigid form. 

In addition to these changes, which resulted directly or indirectly 
from the new legislation introduced, the functioning of the gold 
standard was affected by certain changes in bank practice and in 
general financial conditions— such, for instance, as the development of 
open-market operations, more especially in I/ondon and New York, the 
growth of New York as a major len^ng centre and narrowing of the 
gold points in certain cases. 

The result of the collection of gold in Central Bank reserves and 
the withdrawal of gold coin from circulation was at once to effect an 
economy in its use and to increase the potential influences of any gold 
movement. Under this system, all accessions of gold may be made to 
exercise a maximum influence on the total volume of currency, for 
they inevitably accrue to the foundations of the whole credit structure 
—the reserves of banks of issue. At the same time, the power of 
Central Banks to influence the situation was enhanced, as they were 
no longer subject to the risk that gold might be absorbed into the 
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internal circulation, though it has been withdrawn recently during: 
periods of panic in the form of bullion for hoarding.**— of the- 
Gold Delegation of the Financial Committee of the League of Nations, 
P- 13 * 

The causes of the breakdown of the International Gold 
Standard. 

‘*The way in which the Gold Delegation presents the causes of the 
breakdown of the gold standard seems to me entirely unacceptable. 
What we have to explain is essentially a monetary phenomenon, and 
the explanation must therefore essentially be of a monetary character. 
An enumeration of a series of economic disturbances and maladjust- 
ments which existed before 1929 is no explanation of the breakdown 
of the gold standard. In fact, in spite of existing economic difficulties, 
the world enjoyed up to 1929 a remarkable progress 

It may be desirable that I should, on this occasion, very briefly 
summarise my views. 

It had been made clear during the course of the last decade that 
the gold standard could be maintained only by the aid of a systematic 
gold-economising policy aiming at such a restriction of the monetary 
demand for gold as would prevent a rise in the value of that metal. 
To a certain extent, this programme had been carried out with the 
most beneficent result. From 1928 onwards, however, this policy was 
completely frustrated by extraordinary demands for gold which brought 
about a rise in the value of gold of unparalleled violence. The funda- 
mental cause was the claim of reparations and war debts, combined 
with the unwillingness of the receiving countries to receive payment in 
the natural form of goods and services. This underlying cause became 
effective when France, in 1928, entered the gold-standard system and 
began to draw gold to herself on a large scale, and when, at the same 
time, America ceased that export of capital which previously had 
served to maintain equilibrium in her balance of payments. The 
consequence was such a drain on the gold reserves of other countries 
as to cause the breakdown of the international gold-standard system.**' 
—Professor Gustav CassePs Memorandum of Dissent, p. 74. 

Paper money. 

Paper money has been used from very early times to replace* 
a part of the metallic money for carrying on the exchange 
transactions of the community. 

The history of paper money in Europe begins much later* 
than its history in Asia. 

In China it was used in the ninth century and possibly- 
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•even earlier than that. Japan and Persia introduced paper 
money perhaps in imitation of the Chinese. And there is some 
reason for believing that it was in circulation even in ancient 
Assyria and Babylon. 

The enormous quantities of paper money issued by modem 
governments during the last Great War make this subject one 
of great interest and importance. During the War (1914 — 
1918) and for some years after, Britain, Germany, Prance and 
other leading countries (practically with the important excep- 
tion of the United States and some other countries) could not 
maintain the gold standard, circulated vast quantities of incon- 
vertible paper money and were on the paper standard. 

Britain and certain other countries restored the gold 
standard in the post-war period. But in the post-war period, 
under the post-war form of the gold standard (the gold bullion 
standard) gold has been withdrawn from circulation and con- 
centrated in the reserves of Central Banks — and in all civilized 
countries the monetary circulation has consisted chiefly of 
paper money. 

Since September igsi and after, this restored gold standard 
'(or the gold bullion standard) has been abandoned by a large 
part of mankind ; and many important countries including 
more than half the world, Britain, British Colonies and India, 
the three Scandinavian countries, Japan, U. S. A, etc. are now 
•on the paper standard and with the monetary circulation con- 
sisting practically of paper money. 

These facts emphasise the vastly increased importance of 
paper money in recent times. 

Paper money is the best money under ideal conditions — 
but often the worst money under actual conditions because of 
cver~issue. 

Paper money is both the best and the worst money — ^paper 
money is the ideal money of economic theorists under ideal con- 
ditions of regulation (refer to pages 99, lod*), actually paper 
money has often proved the worst kind of money being 
enormously over-issued by governments and Central Banks 
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during war and other emergency and suffering enormous 
depreciation. 

Three kinds of paper money. 

^ There are three kinds of paper money. 

(1) Repre sentative paper mo ney. The person or the insti- 
tution issuing a representative paper money keeps a reserve 
of metal exactly equal to the nominal value of the notes issued. 
Representative paper money represents an equival ent amoun t 
*of metallic '^'ftione}^ deposited somewhere. This kind of paper 
money is as safe as metallic money because it represents an 
equal amount of metallic money ; and it is at the same time 
more convenient and economical. Representative paper money 
may be issued by governments or by banks. 

The gold and silver certificates of America are examples 
of representafive paper moneyl! 

(2) C onvertible , redeemable or f iduciary pap er iii}oney,. 
This consists of notes for which ^ecie can Itie naa &n demand. 
It takes the form of a promise to pay a certain sum of metallic 
money. 

As all the note-holders do not desire to convert the notes 
into metal at the same time, so the amount of metal to be 
kept as a reserve for securing the convertibility of the notes 
is generally" much smaller than the face value of the notes 
issued. 

(3) Inconvertible or irredeemable or conventional paper 

money. ’ ■- 

This consists of notes for which s^cU cannot be obta 4 n^.d 
on demand. 

The pieces of paper money of this description contain a 
printed statement that the notes are of such and such value 
(a note for 100 roubles, a note for 500 roubles) ; but they are 
not intended to be paid in metallic money. 

fnconvertibld^ paper consisting of notes issued by a govern- 
ment without the intention d paying it in specie is called fiat 



MONEY 


87 


There inconvecUUe r iNiper.^,iim$yr^.. 

(i) paper which is inconvertible from the time of its issue ; 
(a) paper which was convertible when it was first issued, btlt 
which has ceased to be convertible on account of the subse* 
quent insolvency of the issuers. “No paper money is con- 
vertible, the full, immediate and unconditional redemption of 
which is not at all times within the choice of the holder. “ 

Some noted historical examples of irredeemable paper are 
the Fr ^ch assiena ts of the revolutionary period, the Bank of 
England notes during the period of restriction and the green-- 
hacks issued by the Aiiierican Government during the Civil 
War ; and recent prominent examples of inconvertible paper 
are the German paper money (German warfe notes) and the 
Russian paper money (Russian rouble notes) during and after 
the last World War. 

Immense quantities of the paper money issued during the 
last World War are practically inconvertible and are attended 
with the evils of inconvertibility. 

(x) have refused to give the title money 

to irredeemaole paper chiefly perhaps because they regard the use of 
inconvertible paper as injurious to society. (II) WaJk^ on the other 
hand, maintains that what does the money work is t jie money thing. 
He declares that inconvertible paper does the money work (i) by 
serving aa the common medium of exchange, (2) by serving as the 
value denominator, (3) by serving as the standard of deferred payments ; 
and he concludes that inconvertible paper should therefore be regarded 
as money. It may perform the money functions badly under certain 
circumstances ; and so. it may be bad money but it is money. 

Whether the creation ct paper money b equivalent to 
the creation of wealth. 

I. The view that the creation of paper money creates 
wealth. 

Formerly it used to be believed that the creation of paper 
money was equivalenft^ to the creation of wealth. It was held 
^ 1 fxi.' the total wealth of a country 

Paper money swe increased by the amount of paper 
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money that was created. The fallacy of this idea has now 
been clearly exposed and it is no longer believed in. 

II. The modem view is diflFerent. 


Suppose a country has got ten millions of ounces of gold in 
the currency. If it can replace even five millions of ounces 
Paper money increases “ equivalent amount of 


the wealth of a country 
to the extent it re- 
places metallic money. 


paper money, it can employ this gold to 
purchase commodities from abroad or 
for investment in agricultural or manu- 
facturing industries at home. Paper money will thus liberate 
five million ounces of gold forj productive purposes and will 
make the country richer by five millions of ounces of gold. 


Thus paper money increases the wealth of a country to 
the extent it allows the quantity of metallic money in the 
circulation to be replaced and no further. 


* Advantages of paper i&oney. 

(I) If a country has got enough metallic money for all its 
wants, and if it then introduces a certain amount of paper 
The nse of paper “ circulation, the country will 

money is economical (a) be benefited in the following way. 

saves Labour and Paper money will replace a part of the 
— * metallic money and this metallic money 

can be invested in domestic industries or used to purchase 
commodities abroad. 

If all countries gave up the use of metallic money, then 
the labour and capital which are now used for mining the 
precious metals for monetary purposes, this labour and this 
capital can then be used for other productive objects. 


* **The gold and silver money, which circulates in any country 
may be very properly compared to a highway, which, while it circulates 
and carries to market all the grass and com of the country, pioduces 
itself not a single pile of either. The judicious operations of oanking, 

{in substituting paper money in the place of a great part of this gold 
and silver) by providing, if I may be allowed so violent a metaphor, 
a sort of waggon-way through the air, enable the country to convert, 
as it were, a great ^rt of its highways into good pastures, and corn- 
fields and thereby to increase, very considerably, the annual produce of 
its land and labour (Adam Smith— Wealth of Nations), 




MONEY 


8S> 

When the precious metals are used as means of ex- 
(b) It saifis.JLos« cliange, there is a great loss through 
through w ear and te ir the wear and tear of metals. There 
would be a large saving in this respect 
if paper is used as a means of making exchanges. 

(II) Paper money is more convenient than metallic 
money for making l arg e payments, and also p aym ents in 
distant places. 

It can be sent to a distance at less cost than metallic 
money, and the risk of loss is smaller. 

These are the economic advantages of paper money. 

(III) The advantage to the Government. 

A government borrowing money has to pay interest on the 
loan. It may get money for its payment to its oflScers, con- 
tractors, etc., by issuing paper money ; and in this way it would 
save^ the^inte^ which it wotild otherwise have to pay. 

Disadvantages of paper money. 

(1) Paper money is national money, circulating within the 
territory under the same government ; it has no intrinsic value, 

Paper money is SO it will not he accepted by foreign 
■national money, not nat ions in their payments. Foreign 
international money. nations will take metallic money which 
has intrinsic value ; metallic money is thus universal money. 

( 2 ) Paper money is much less stable in value than metallic 
money. 

The quantity of paper money issued depends upon the 
•caprice or the policy of a government, and so it is often issued 
in excessive quantities, and a great 
•value”^ stability in jjj value is the result. There 

is a natural check to the supply of 
metallic money in its high cost and so excessive additions to 
the stock of metallic money, are not so easily possible as is 
possible in the case of paper money ; and therefore the value 
of metallic money fluctuates less than the value of paper. 
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IncoiiTertibk paper (irredeemable paper) numey. 

(I) Advantages. 

The advantages which inconvertible paper possesses in> 
common with convertible paper are given on pages 91, 92. In- 
convertible paper has great advantages, if there be no overissue 
and under ideal conditions of regulation. 

(II) Evils of irredeemable paper. 

History shows that under actual conditions inconvertible 
paper has been always overissued by Governments and Central 
Banks in times of war and emergencies. Almost always there 
has been great overissue. Very serious evils have resulted. 

(1) Little or no reserve being required in a system of in- 

convertible paper, the danger of over- 
Danger of overissue issue resulting in depreciation of value 
and depreciation. is greater in the case of inconvertible 

paper. 

And of course its value is much less stable than the value 
of gold money. 

(2) Under the operation of Gresham’s Law, over-issue of 
Over-issue of incon- inconvertible paper drives metalUc 

vertible paper drives money out of the circulation, the dis- 
ont metallic money. placed metallic money being hoarded,, 
melted or exported to foreign countries. 

(3) Great overissue of inconvertible paper brings about 
great rise in prices of commodities. Profits are tmduly high. 
There is an excessive amount of speculation. Even incom- 
petent producers with great rise in prices make excessive profits: 
at the expense of labourers and consumers. There is inefficient 
work. Production is disorganised. Business becomes a gamble. 

(4) The wages paid in paper money do not rise as quickly 

and to the same extent as the prices 
actors!*® commodities; so labourers suffer 
seriously. 
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Also classes with fixed incomes. And consumers generally. 
Creditors suffer greatly. 

(5) A country with inconvertible paper money depreciat- 
ing in value (because of Over-issue) has its foreign exchanges 
disturbed and foreign trade disorganised. 

During and after the War, many European countries (Prance 
Italy, Germany, Russia, etc.) have been flooded with incon- 
vertible paper money t — ‘‘Where the supply of commodities has 
been reduced by ten per cent., the means of payment have 
been generally increased by as many hundreds per cent.'* The 
result has been great uncertainty and depreciation in the value 
of money in every country issuing an excessive quantity of 
inconvertible paper money, and the great depreciation of money 
and the rise of prices of commodities have greatly injured 
creditors, consumers and labourers, disorganised production apd 
dislocated foreign trade and exchanges. 


Other things being equal, when paper money is issued and 
comes in circulation, it will displace metallic money in the 
circulation. The larger the issue of inconvertible paper, the 
greater will be the amount of metallic money displaced. When 
the quantity of paper money issued 
exceeds the quantity oi metallic money 
displaced, then we have an over-issue 
of inconvertible paper, an issue in excess of demand. 


What is overissue of 
inconvertible paper. 


Signs of excessive mue of inconvertible paper. 


The over-issue of paper money leads to great evils which 
have been already enumerated. And so statesmen and econo- 
mists study carefully the signs which indicate that there haa 
been an over-issue of inconvertible paper. 


(i) The first effect and the first sign of an over-issue of 
inconvertible paper is a premium on gold. Inconvertible paper 
when issued in excess depreciates in 
Premium wj/old. value. Metallic money retains however 

its former value, and so it now commands a premium in terms 


• Cassel— Tlis Werhd*s Monetary Problems, 
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oi the paper money (in other words, the value of inconvertible 
paper falls — £i in metallic money will be worth more than £i 
in depreciated inconvertible paper). Persons who require gold 
to make payments abroad or fqj- other purposes will pay this 
premium to obtain gold. 

(2) This premium on gold is shown also in a rise in the 

rate of exchange. The rate of exchange 
^ is the rate at which foreign bills of 
‘ exchange are sold ; and as these bills 

are payable in metallic money and generally in gold, a 
premium on gold will bring about a rise in the rate of exchange. 

Thus a country with inconvertible paper money suffers 
from serious disturbances of its exchange with a country on 
a gold basis. 

(3) Another sign is the disappearance of metallic money. 

When bad money in the shape of in- 
f convertible paper and good money in 

the shape of the metayic money are 

in the circulation together, by the operation of Gresham’s law, 
metallic money disappears from the circulation. 

(4) The fourth sign is a rise in prices. This happens 
when there has been a very considerable over-issue of inoonver- 

. tible paper, and so the evil has become 

a serious one ; this does not happen 
when the depreciation of paper money is small, say 2 or 3 per 
-cent. 

The price level of the country under a paper money regime 
thus becomes different from the world price level. 

t The regulation of irredeemable paper to prevent over- 
iMue and depreciation. 

A considerable body of opinion is entirely against the issue 
of inconvertible paper by governments. 

If inconvertible paper money is at all issued by a govern- 
ment, means should be taken for regulating the amount of 
inconvertible paper with a view to prevent depreciation and 
its attendant evils. 
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(a) Some have proposed to measure fluctuations in pri< 
and to increase or decrease the amount of inconvertible paper 
money in accordance with these fluctuations. 

{h) One practicable means to prevent over-issue of incon- 
vertible paper money is to regulate the quantity of inconver- 
tible paper so as to prevent the appearance of a premium on 
gold. So lopg as there is no premium on gold, there is no 
over-issue of paper. 

When a government notices a premium on gold, and a rise 
in the rate of exchange, it should know that there has been 
over-issue of inconvertible paper. Its duty now (if it can afford 
it) is to prohibit the issue of any more paper money ; and if 
it finds the dangerous sign of two different sets of prices (one 
payable in metallic money, and the other payable in inconver- 
tible paper) it should destroy the paper money that returns 
to its Treasury to reduce the amount of paper money in 
circulation. 

Inconvertflble specie. 

As there is inconvertible paper money, so there may be 
inconvertible specie. The Indian rupee is an example of in- 
convertible specie. It has been remarked of the Indian rupee 
that it is an ^inconvertible note printed on stiver ^ — the rupee 
is not convertible into gold, the Indian government is not 
bound by law to give gold in exchange for rupees, and other 
inconvertible notes are printed on paper while the inconvertible 
rupee is printed on silver. 

In normal times the artificially high value of the rupee 
depends upon the limitation of quantity — and this limitation 
of quantity is made possible by the closing of the Indian mints 
to the free coinage of silver. 

Convertible paper currency. 

What is convertible paper? 

By convertible paper currency we mean notes for which 
the party issuing the notes will pay specie on demand. Con- 
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Tertible paper currency ceases to be convertible when it ceases 
to be immediately and unconditionally convertible into specie. 

By whom is convertible paper issued? 

(a) Convertible paper is generally issued by banks, 
^(b) In come countries, it is issued also by the government. 

Convertible paper money issued by a bank is called by 
Walker bank money. 

Advantages of convertible and inconvertible paper money 
compared. 

Convertible paper possesses the superior convenience and 
also to a certain extent the cheapness of other forms of paper 
money ; while retaining the comparative stability of value 
characterising metallic money and also ensuring automatic 
regulation of the money supply. 


(A) 


Govemmeiit convertible paper. 


Advantages. 


(a) The fiscal advant- 
age to the Government. 


(a) By issuing* convertible paper, a- gov- 
ernment can secure a certain amount of 
revenue without levying any additional taxes. 


(b) The advantages which the people derive from Government 
-convertible paper are those which they derive from other forms of 
paper money, viz,, the saving of capital and 
The advantages to the labour used in the production of gold and 
people. silver, the prevention of the wear and tear 

of coins and the superior convenience of 
paper for many kinds of payments. 


(B) Convertible bank paper. 

Convertible bank paper consists of bank notes issued by banks and 
convertible on demand into standard or legal tender money. 

The comparative advantages and disadvantages of (A) government and 
(B) bank issues of convertible paper. 

The respective advantages of issue by bankers and by government 
are thus discussed. 

(A) Government convertible paper. 


• Walker — Political Economy. 
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The following objections have be^ put forward against the issue 
of convertible paper by Government. 

(1) It has been said that the issue of paper ipouey is not a proper 
function of the government. The answer to this objection depends 
upon one’s ideas as to the proper functions of a government. 

(2) Governments issuing convertible paper 'have often failed in the 
past to maintain its convertibility-^ experience is against govern- 
ment issues. 

(3) The danger of excessive issue (inflation) is greater vrith 
government convertible paper than with convertible paper issued by 
banks. 

(4) Notes issued by strong and prosperous governments may be 
more secure than notes issued by banks— but they have more rigidity. 
A strong objection against government issue is that it is less elastic* 
than convertible paper issued by banks* Bankers increase or diminish 
the volume of convertible paper according to changes in business 
demand) and this cannot be done efficiently by government officials 
ignorant of business conditions. 

(B) Arguments advanced against the issue of notes by private 
banks, 

(1) If the business of note issue be performed by private banks 
and not by the government, then the private banks will have great 
power. And this money power will often be used by the private banks 
in their own interests and not in the interests of the people. 

(2) And notes issued by private banks are in some cases less 
secure than notes issued by powerful governments. Suitable safeguards, 
however, will make bank notes practically as safe as government issues. 

Conclusion. 

The danger expected from government issues makes it generally 
undesirable for a government to issue notes. Notes should be issued 
by a bank or banks, but the banks should be controlled in their note 
issue by the Government to make the notes secure and protect the 
interests of the people. And the tendency of modern monetary evolu^ 


* Elasticity of paper money. 

As ordinarily used, elasticity of paper money means the power of 
the volume of money to increase with increasing demand for money, 
and decrease with decreasing demand. 

It is desirable to have an elastic currency, a currency varying in 
volume with varying demand. In different localities, there is an 
increased demand for money in certain seasons, and in certain indus- 
tries, e,g , — agriculturists want an increased amount of currency for 
paying wages and also for small accounts during the busy agricultural 
season. With elastic currency, like bank notes under suitable condi- 
tions, the . demands for/txtra curr^cy in the bu83rB0S8On can be met 
without extra strain the .inoney supply .in other places and without 
•the expense of transferring specie. > 
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tion is in the direction of bank issues^Hind not government issues^ 
And in the direction of issue and control by Central Banks. 

The ideel currency of economists — a regulated paper 
currency. 

Since Ricardo, and following him more or less, many distinguished 
economists (Marshall and others) have held that th e ideal cui^ren^y Jor 
a^mtp_jL :mL£Q}AJmLjx.^rigi^ MmvezUJiie. 

[ money is more economical and convenient than gold, and also a rigidly 
convertible pSper money is self-regulating. ‘‘Immediately the value of 
notes fell below the value of bullion, the position would be adjusted 
by the conversion of notes into bullion; and vice versa. For inter* 

national purposes, gold would be used *' Refer to MarshalFs 

evidence before the Gold and Silver Commission (1887) and his Money, 
Credit and Commerce. Keynes in his Tract on Monetary Reform 
suggests a scheme of regulated paper currency. 

And a regulated paper currency will have the best chance of 
success only when the world is ready and ripe for an international 
paper currency. 

International paper money. 

“The use of paper instead of gold substitutes the cheapest in place* 
of the most expensive medium, and enables the country .without loss- 
to any individual to change all the gold which it before used for 
this purpose for raw materials, utensils and food; by the use of which 
both its wealth and enjoyments are increased.** (Ricardo — Principles.) 

The gain to a nation from substituting paper money it^ place of 
gold will be multiplied many times if a scheme of international paper 
can be realized to replace the expensive currencies of nations based 
on the precious metals. Labour and capital 'now engaged in producing 
gold and silver for money purposes would be saved; and a scientific 
regulation of the quantity of money and its value would be possible 
with international « paper. 

The War revived schemes of international paper money. 

Schemes of international paper are now but dreams and nothing 
more ; they would require a higher degree of civilization and more cordial 
co-operation between nations than is possible at the present stage. 

Safeguard* for the regulation of the note israe (See 
Chapter on Banking). 

riM banking theory and the current theory of note issue. 

(See Chapter on Banking). 

Inleniational Distribation of Mon^— the division cA the 
world’s supply of predoUs metals among different countries 
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so long as the free movement of gold betTi*een countries is 
allowed by their laws, custcmis and institutions. 

(i) ne theory about the distribution of money. 

Like other commodities, gold and silver distribute themselves 
among different countries according to the demand for them; they will 
flow out from places where their value is low, to places where the value 
IS high. • * ' 

The ^opotiion which each country gets of the total worWs stocks, 
of gold or of any new supply is determined by the strength of ifsl 
demand as compared with the total demand of aU countries. * 

II. The classical theory about the international distribution of 
money {the theory of Ricardo* and his followers). 

The answer given to this question by Ricardo and accepted by 
many early writers is this : The precious metals are so distributed 
among different countries as to accommodate themselve^ to the natural 
traffic which would take place if no such metals existed and the trade 
between the countries was purely a trade of barter. 

Suppose that there is a disturbance of money equilibrium, and a 
country (A) through increased production of gold in its mines gets a 
larger supply of money than it requires for its own exchanges (i.s. 
trade). The increase in the supply of money in the cpuntry brings 
about in it a lower value of money and increases the prices of 
commodities. Now the prices in A being tlius raised, other countries 
(B, C, etc.) will find it more profitable to sell their goods to A than 
formerly and so they will send to A more goods than they sent before 
—the imports of commodities into A from foreign countries will thus 
be increased by the rise of prices in A. 

On the other hand, foreign countries will now buy less in A than 
formerly on account of the yicrease of prices in A— so the exports from 
A to other countries will be diminished by the rise of prices in A. 

Imports will thus exceed the exports, and the country will 
have to export money to pay for the excess imports. An increase in 
the quantity of money in a country raises prices in that country; and 
the rise in prices stimulates imports and discourages exports and thus 
brings about an exportation of the excess money supply. In a similar 
manner a deficiency in the money supply of a country brings about a 
fall in prices in that country, stimulates exports and discourages 
imports and thus brings about an importation of money to remedy the 


* **Gold and silver having been chosen for the general medium of 
circulation, they are, by the competition of commerce, distribfCted in 
sudi proportions amongst the different countries of the world as to 
accommodate themselves to the natural traffic wlflfdi would take place 
if no such metals existed and the trade between countries was purely 
a trade of barter.** (Ricardo-^Prind^fes of Political Economy, « 
Chapter VII). 

U— 7 
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t deficiency in the money supply. The territorial distribution of money 
i among different countries is thus brought about through the agency of 
^ price, through rise and fall in prices. 

^Criticism of the Ricardian theory. 

The Ricardian theory maintains that disturbances in the price level 
of a country are adjusted by the import or the export of the precious 
metals, and the following objections have been advanced against it. 
(a) The Ricardian theory does not pay proper attention to the fact 
that a disturbance of price level is often adjusted by means other than 
the movement of specie; (b) and it ignores the modem credit 
mechanism wihch renders unnecessary in a large measure gold move- 
ments which would otherwise have taken place. 

By what means is the transfer of bullion from one country 
to another prevented in a large degree? 

If trade between different nations was carried on only by payment 
of metallic money in exchange for goods, then there would be a large 
transfer of metallic money from country to country to make payments 
for goods (and also to liquidate other kinds of international 
indebtedness). 

International payments are however made largely through credit 
devices and only the balance is paid in metallic money. The transfer 
of bullion from one country to another is thus prevented in a large 
degree by the developed credit mechanism of the different countries, 

(1) Bills of exchange. 

The transfer of bullion is rendered unnecessary in a very large 
number of cases by the use of bills of exchange. If there were no 
bills of exchange then an immense amount of metallic money would 
have to be transferred from country to country to make payments in 
international trade. 

(2) Transfer of securities. 

Another device which renders the transfer of precious metals 
unnecessaiy in certain cases is the transfer of securities. The balance 
of indebtedness between two countries is much more likely to produce 
a transfer of securities than the transfer of bullion from the debtor 
country. 

(3) An export of gold from the debtor country may be avoided or 
it may be diminished by a skilful manipulation of the rate of discount. 

(How the rate of discount is manipulated to stop foreign drains 
of gold is described in the chapter on the foreign exchanges). 

GoM movements. 

Though the transfer of bullion from one country to another is 
prevented to a large extent by the developed credit mechanism of 
modern countries, yet there is some movement of gold from one country 
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to another. Through international trade and foreign exchange, the 
gold aupply of the world is automatically distributed among the 
countries which need gold in accordance with the intensity of their 
respective demands for gold. 

Some causes which lead to the movement of gold frotn one country 
to another. 

The principal causes, which give rise to the movement of gold from 
one country to another, are the following : — 

(i) A country mining precious metals will 
Mines. naturally export them as ordinary merchan- 

dise. 

(2) The price level of a country exercises a great influence upon 
the rate of exchange and the movement of gold. If the price level 

of a country is lower than the international 
Changes in price level P«ce level, then exports from that country 
lead to gold movements, will be encouraged and imports of com- 
modities into the country will be discouraged; 
.and so gold will be imported into the country to adjust the balance. 

If the price level is higher than the international price level, then gold 
will be exported. 

(3) In normal times (and before the abnormal conditions created 

by the world economic depression) the 
The rate of interest interest rate is a most powerful factor which 
influences gold move- controls the distribution of the gold supply. 

By raising the rate of discount the exporta- 
tion of gold may be stopped or diminished and an importation of gold 
may be brought about. 

The amount of money needed by a country. 

The amount of money which is required by a country depends upon\ 
:its population, the amount and character of its business, the general i 
range of prices, the degree of perfection of its credit machinery, andj 
.the extent to which credit is used. 

An increased volume of exchange requires a larger or more efficient 
medium of exchange but not necessarily more money. The increased 
volume of business will in many cases be met not by an increased 
quantity of metallic money, but by changing the price level or by 
an extension of barter or by an improvement in the credit system or 
by a higher efficiency of money due to improved means of communica- 
-tion or by a combination of one or more of these things. 

(Each community will try to make its payments by the method 
which is ' least expensive uncter the given conditions. Metallic" money 
is more expensive than credit money and so no commercial countiy 
will keep more gold than is needed to perform its direct money pay- , 
ments and to sustain its credit system. The amount of metallic money ,, 
dn a country thus tends to^ a mininnm). 
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Money and the world factor. 

Whether Britain or India or any other country is to have 
a satisfactory currency system depends now on internal causes 
and also on world causes. The breakdown of the gold 
standard in Britain and many other countries was brought 
about by the lack of international co-operation as regards gold 
policy, war-debts, reparations. Only international co-operation 
will be able to restore satisfactory currency conditions based on 
paper standard or on gold. 

The essentials of a good monetary system. 

(Refer to page 66 — ''The Question of the Standard” and to 
pages 182 — 184). 

The advantages which a country derives from a good 
monetary system. 

(Refer to pages 182 — 184). 


Summary. 

(1) The precious metals (gold and silver) have certain qualities 
which make them better fitted to serve as money than other commo- 
dities, and so they have displaced other kinds of commodity money. 

(2) Money serves as a medium of exchange, and as a standard of 
value. 

(3) The value of money is like the value of anything else, a ques- 
tion of demand and supply. Other things being equal, and demand 
remaining the same, the value of money rises or falls proportionately 
with the decrease or increase in the quantity of money. 

(4) When two kinds of money are in circulation at the same time,, 
and are together in excess of the monetary needs of the community,, 
bad money drives good money out of the circulation (Gresham’s Law). 

(5) Bi-metallism has been advocated as providing a stable stan<^rd 
of value and also as benefiting producers, debtors, and as developing 
foreign trade between silver-using and gold-using countries. 

Bi-metallism was replaced gradually by glod-monometallism because 
gold monometallism is better adapted to rich and progressive com- 
munities, is simple, and in the long run, does not produce much greater 
fluctuation of prices than bi-metalHsm. But more than half the world 
(including Britain, U.S.A. etc.) is now on the paper standard. 

(6) Paper money is cheap, convenient, and provides in emergency 
a considerable financial resource to tiie Government ; but the evils result-^ 
ing from an over-issue of inconvertible paper are very great and such 
over-issue should be carefully guarded against. 
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(7) Though the transfer of bullion, from one country to another is 
minimised to a very large extent by the use of various credit devices 
etc., yet there is some movement of gold from country to country due 
to changes in price level, changes in rate of interest etc. 

(8) Appreciation has its advantages and disadvantages and so also 
depreciation. Generally speaking, steady prices are the best. 


Questions. 

1. What are the characteristics of good commodity money? Show 
that gold and silver possess these qualities in a greater degree than any 
other commodity. 

2. What are the functions of money? 

3. Define money. Explain the difficulties that beset an attempt to 
define money (C. U. 1915). 

4. (a) What is coinage? Free coinage? Gratuitous coinage? 
Brassage ? 

(b) Explain standard money, token money, credit money. 

5. (a) What are the purposes for which index numbers are used? 

(b) How would you construct a table of index numbers? 

(c) How would you show the changes in prices in Calcutta during 
the last 15 years by index numbers; to what points would you pay 
special attention? (C. U. 1914). 

6. What precautions are necessary in using Index Numbers as a 
test of change in the purchasing power of money? (C. U. 1927). 

7. (a) Discuss the following proposition : **The value of money, 
like the value of anything else, is merely a question of demand and 
supply." (C. U. 1912). 

(b) "That an increase in the quantity of money raises prices and a 
diminution lowers them is the most elementary proposition in the 
theory of currency and without it we should have no key to any other." 
—Mill. 

Examine the statement with special reference to Indian conditions 
and show how the theory is true only in a simple and primitive state 
of things (C. U. 1914). 

(c) State the Quantity Theory of Money with necessary limitations 
so as to make it applicable to complex modern industrial communities. 

8. How is the value of money determined (a) internally (b) inter- 
nationally? (C. U. 1932). 

9. *The quantity theory is only an elliptical way of stating the 
ordinary law of demand and supply/ Explain this statement. (C. U. 

1933)- 

10. What are the possible occasions when the price of an article 
is expected to go up? (C. U. 1930). 

XI. 'While changes in the price level .... influence the rate of 
interest, it must not be ^forgotten that on the other hand changes in 
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the rate of interest itself afEect the general price leveP. Discnss this 
statement. (C. U. 1931). 

12. What would be the consequence of an arbitrary lowering by a 
government decree of the price of an article below its competitive level ? 
(C. U. 1930). 

13. (a) What is appreciation? depreciation? inflation? contrac- 
tion? 

(b) What are the eflects of appreciation and depreciation upon 
various classes of people? (C. U. 1913). 

24. Discuss the various economic consequences that follow from 
a change in the value of money. (C. U. 1928). 

15. State Gresham’s Law with all necessary limitations. 

How does good money disappear? Does Gresham’s Law apply to 
the Indian currency system? (C. U. 1909.) 

z6. In what different ways is it possible to combine gold and silver 
in the currency system of a country? (C. U. 1931). 

17. Describe the essential features of bi-metallism and discuss 
whether bi-metallic standard keep prices steadier than mono-metallic 
standard. (C. U. 1929). 

18. What are the essential characteristics of a gold standard ? 
(C. U. 1928). 

19. (a) Outline the main arguments for and against bi-metallism 
(C. U. 1910). 

(b) In what ways is international bi-metallism superior to bi- 
metallism practised by one country independently of other countries? 
Discuss whether and under what conditions, the system of bi-metallic 
money is practicable (C. U. 1909). 

Bbcplain the compensatory action of the double standard. 

(c) State the case for gold mono-metallism (C. U. 2910). 

20. (a) What are the advantages of paper money and what are its 
disadvantages ? 

(b) What are the evils which result from an over-issue of incon- 
vertible paper? 

What are the signs which indicate that inconvertible paper has been 
issued in excess? 

21. Expound brief!}’ the law of territorial distribution of money 
among different nations (C. U. 1909). 

22. (a) Mention the chief causes which give rise to a movement of 
gold from one country to another. 

(b) By what means is the transfer of bullion from country to country 
prevented in a large measure? (C. U. 19x2). 

;^3. Why is a good currency system important to the economic 
ptoi^rity of a country? (C. U. 1915). 



CHAPTER II. 

CREDIT AND BANKING. 


What n credit? 

(1) By credit we mean the power which one man has to 
induce another man to put economic goods at his disposal for 
a time, on the promise of the debtor to pay the creditor at some 
future time. Credit is thus an attribute of the borrower. 

(2) The term credit is also used to refer to credit 
exchange or credit transaction. The pow’er of borrowing mani- 
fests itself in credit transactions. In a cash transaction, pre- 
sent wealth is exchanged for present wealth , in a credit 
transaction present wealth is exchanged for future wealth. 

In a cash transaction there are t\so elements, (a) the 
goods sold and (b) the money paid for them in the present. 
In a credit transacti(m payment is made at some future time, 
and so a third element, the element of time, is added. 

Two fonns of credit. 

Credit transactions can be divided into two chief classes : 

(1) Sale of goods on condition of payment at some future date. 

(2) Loan of money on condition of repayment at some future 
time. 

Can credit create capital? 

(1) •Mr. Madeod's view. 

Mr. Macleod has advanced a somewhat novel view by 
maintaining that credit creates capital and that credit instru- 
ments are real w^gltb, true capital. 

(2) The correct view. 

The opinion that credit itself is a factor of production and 
can create wealth quite as well as land and labour — ^this opinion 
(Madeod’s view) is clearly wrong. 

* '**Both money and credit are capital" "Mercantile credit is nwrcan* 

tile capital." (Mat^odr-SlamMla of Banking, Ouptera IV and V). 
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Unlike I^and and Labour^ Credit is not an independent 
factor or agent of production creating new wealth. It is only 
a method of production, consisting in borrowing of capital by 
one person from another and the use of that borrowed capital 
in the work of production. (In the words of John Stuart Mill, 
credit is simply permission to use the capital of others). When 
one man lends a capital of 3(1000 to another man, from the 
national point of view the capital is not doubled, new capital is 
not created by the mere fact of lending ; only the capital that 
was in the hands of the lender is now transferred to the hands 
of the borrower. When a man sees his reflection in the mirror 
it would be absurd to say that there are two persons ; and it 
would be equally absurd to say that there are two capitals 
each worth £1000, one in the hand of the borrower and the 
other in the hand of the lender, when the lender has lent £1000 
to the borrower. 

In the words of Ricardo "^credit does not create capital, 

it only determines by whom that capital shall be employed/* 

Advanlagea of credit 

(i) Credit helps production by rendering capital more 
productive. Though credit is not a factor of production and 
cannot be regarded as creating capital by the mere fact of 
lending, still it performs very important services in helping 
production. 

Persons who have much capital and not the ability to 
manage it, also labourers, servants and other persons who 
have not enough capital to start business separately, and minors, 
women and other persons who by reason of their age, sex or 
occupation cannot engage in industrial enterprises— these 
persons by means of the credit mechanism are able to transfer 
their capital to entrepreneurs who will use their capital to the 
best advantage in the work of production. 

In this way much capital which would have been wasted 
in unproductive consumption, or hoarded or used inefficiently 
in production is made available for efficient production by com- 
petent entr^reneurs. * 
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C2) Credit stimulaies the growth of capital. 

Banks and other credit institutions offering to all classes^ 
rich and poor, suitable opportunities for investment promote 
thrift and encourage the accumulation of capital. 

(3) Credit saves capital by taking the place of corres- 
ponding quantities of gold and silver as medium of pa3anent. 
The economy in the use of money thus effected enables a 
country to increase its productive capital. 

(4) Credit furnishes a more perfect and convenient means 
of payment in large sums and between distant places than is 
furnished by the precious metals ; and it thus saves time and 
labour. 

Evfls of credit. 

The advantages of credit are many and are of very great 
service to society. We must not overlook, however, the fact 
that the system of credit is attended with certain evils. 

' Some have maintained that the use of credit for the purpose 
of production is always good and that credit for consumption 

purposes is always evil. This though true in most cases is not 
always true. 

(1) Men borrowing for consumption purposes often 
become extravagant and extravagance frequently leads to fraud 
and dishonesty of various sorts. 

(2) As regards production, credit sometimes leads to 
reckless speculation bringing mischief and ruin in its train. 
Entrepreneurs use largely the capital of other persons under 
the system of credit, and having little of their own capital to 
lose, they in many cases squander other people’s money in rash 
and speculative enterprises. 

Modumism of credit— credit end its orgenfasation. 

The machinery by which credit operations are carried on 
consists of two parts: 

I. The instrutif^ts df credit or the evidence of indebted<* 
ness, e.g., chequte, drafts, bills of exchange, notes etc. 
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II. The institutions of credit consisting of banks and 
clearing houses. 

1. Credit Instmmenta. 

Out of credit transactions arise different kinds of credit 
paper. The most common of these are (i) bills of exchange, 
(2) promissory notes and (3) cheques and drafts. 

(1 ) * The Cheque. 

{A cheque is an order upon a bank by an individual or a 
Joint Stock Company etc. holding a deposit in the bankj the 
order requiring the payment of a certain sum of money by 
the bank to the bearer of the cheque or to the person named 
in the cheque. 

By means of the cheque, the depositor transfers part of his 
deposit in the bank to the person to whom the cheque is pay- 
able. 

The element of credit in the cheque is that the person 
receiving the cheque must have confidence in the man drawing 
the cheque and in the bank upon which the cheque is drawn ; 
otherwise the cheque would not have been received by him 
in payment of his dues. 

The cheque is the simplest and most largely used instru- 
ment of credit, especially in England and the United States. 

(2) Draft. 

(a cheque given by a banke r upon another b&k is usually 
called a banker’s ^^t.^ 

(3) Bill of exchango. 

(A b ill of exchange is an order from a creditor A to a 
debtor B to pay a sum either to himself A or to a third 
party C.^ 

« A cheque is an order for payment, so is a bill of exchange. In 
ireheque may be regarded as a species of the genus bill of exchange 
-<-*^a^heque is a bill of exchange payable on demand’ (Withers— ‘The 
Meaning of Money, Chapter IV). 
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Suppose Smith has sold goods on credit to Jones, Jone^ 
having agreed to pay the price of the goods after three months. 
Smith then will draw a bill of exchange upon his debtor Jones 
somewhat in the following manner ; 

New York, 14th April, 1916. 

To Jones (the debtor) London, England. 

T hree m onths after sight of this bill pay to C or to order 
;Ci oo for val ue received. 

Signed Smith (the creditor.) , J 

Smith is called the drawer of the bill and Jones the drawee. 

(4) Notes. 

Notes are of three kinds, (a) Proinissory notes issued by 
individuals and companies promising ^yraent on demand or 
within a certain time, (h) Bank notes (c) Government paper 
money. 

Bank notes and Government paper money circulate freely 
as money ; but this is not the case with ordinary credit instru- 
ments which are intended to be used primarily in one trans- 
action. 

(5) Book credit. 

This is very largely used specially in the retail trade. 
When two firms grant each other book credit , there is no cash ( 
payment for each transaction, and only the balances after can-^ 
cellation of credits and debits are paid in money. This 
economises greatly the use of money. 

n. Credit bittitotioiie-^eiiks and Clearing Houses. 

The trade of banking has been exercised from very early 
times. It existed in andent India, Greece and Rome ; and 
its immense development in the last two centuries has made 
it a subject of considerable complexity. 

Roman examples were forgotten ; and when trade and 
industry began to fevive in the Middle Ages of Europe, the . 
lessons of finance and bajuking had td be learned afresh. In 
the Middle Ages^ banks were money^chmgets, fadlitating trade 



OUTLINES OF ECONOMICS 


108 


by changing one currency for another and enabling merchants 
to obtain good currency at a time when a great variety of 
debased coinage was in existence.’ Gradually banks began to 
receive from different persons deposits of money for safe 
custody, and men depositing gold in the banks received in 
exchange signed slips of paper which were soon found to be 
extremely convenient for making payments ; and soon the slips 
of paper practically began to discharge the functions of the 
bank-note of our own times. And then the regular bank-note 
was developed and in course of time came state regulation of 
note-issuing banks to prevent the abuses of over-issue of notes 
and inadequate reserves. Cheques based upon deposits 
developed later on. 


* Functions nercised by banks. 


.. . 

t “Neither a borrower, nor a lender be” — these are the 
words of advice of old Polonius to his son. But the banker has 


^ions of Banks. 

These tkree operations of discount, deposit and issue comprise 
virtually the whole of modem credit transactions [Principles), 

(2) Taussig 

** Banks act as agencies for the collection of savings and for invest- 
ment; they create a part of the medium of exchange (t.e. bank note 
and bank deposit subject to cheque).” {Taussig-^Prineiples, Chapter 
24). Banks have thus two classes of functions — (z) borrowing and 
lending functions (2) monetary functions./^) ^ a Ottt *1 

^ (3) FisHer. h ^ ^ / 

Referring specially to the creation of a circulating medium by banks, 
Fisher has the following : — 

**Through banking, he who possesses wealth difficult to exchange 
can create a circulating medium. He has only to give to a bank his 
note — for whidi, of course, his proper^ is liaole — ^to get in return the 
right to draw, and lol his comparatively unexchangeable wealth be- 
comes liquid currency. To put it crudely, banking is a device for coin- 
ing into dollars land, and stoves, other wealth not otherwise generally 
exchangeable.” (The Purchasing Power of Money, Chapter III). 

(4) Brown. 

Referring to the work of commercial banks in organizing credit and 
acting as intermediaries between borrowers and lenders Mr. Brown says 
'Banks bring together borrowers and lenders in large number.’ 

''The hanking system combines and co-ordinms-^ great deal of 
waiting which would be done in any case.” — (If^matiotSd Trade and 
Exchange, Chapter H). 

t Shakespeare, Hamlet, I. m. 
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to go straight against this advice every day of his banking 
life. That is his business. 


atiW-. 



^orrowins and lending are 






the two fundatnen 
banks bor tow to letii 
C ommerci^ banks 


comme rcial people to help them 

Qgeracons iTniu strial banks lend lo ’mSStfJ’ ' 

feed ers an d otnersIS' h^ them in (ievefoping manufacUiihig 
offimr mSBSHHyytBgWtW tCfSt to'^om lotet^ted 

in agncui'tur^ilir the and tiie 

01 agncuir 


in thdr commercS 


Commercial bank s lend to traders for comparatively s hort 
PirirMB ri ncEstn lend for comparatively long period s 

to businesTlneaLeni^lgeS^'In mining, manufacturing, transport* 
etc.. 

A bank has spme c apital of its own and it borrows much 
larger funds on its credit in the shape of deposits from 
depositors ; and it lends its capital and deposits to persons 
with good credit lending at a* rate higher than that at which 
it borrowed and thus ma^esL its profit. A bank is the debtor 
of its depo^tors ]and the creditor of those to whom it lends 
money. 

We may sum up the functions of banks thus : Banks (I) 
Mp.mvmes and invest ment bv thgr 

(II) and (by their borrowing and lending) c reate a part of the 
medium of exchange (i.e . bank note s and ba^m d ebosits’suSiec t 
tFith'i is)" fui' "imeiSfl* exchanges and s^e banks l^fij^ in 
making payments tn foreign c ountries thro ugh foreign exchange 
operations. 

Ba nks which hdp savings and invest me nt are known as 
commirctai banks creSie" me largest 
"mSTn^mNs^^art of the medium for internal pa3rments 
(deposits and cheques based- on deposits) in the United States, 
Britain and other English-speaking countries. 

The mare important functions exercised by banks may be 
thus enumerated : , 

(i) RePos 
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\^nks borrow in the shape of deposits and lend largely 
through discounting and also in other ways. 

Commercial banks, agricultural banks and industrial banks 
engage in deposit and discount business suited to their respec- 
tive conditions and circumstances. 

Commercial banks in English-speaking countries create the 
cheque currency (the largest part of the medium of exchange) 
in connection with their deposits. 

Other Junctions exercised by banks are the following : 

(3) S^fp-^PQ^it, 

At an early stage in the history of banking, the people of England 
deposited their gold with the I^ondon goldsmiths for the purpose of 
safe custody. Now people keep their jeweTIefy J valuable documents and 
also securities in the safe cust^y of banks. ^ 

(4) Lending money in other ways than by discount, e.g., over-draf t 
which is a loan 011 the pledge of securities, etc. There are otherbanks 
<not commercial banks) which lend on mortgage of land, building and 
other kinds of property. 

(5) Note Issue. 

Banks having the right of note issue create a part of the 
medium of exchange — ^bank notes. 

The function of note issue is not exercised by many banks ; 
it is a privileged function belonging only to certain banks 
known as banks of issue. The present tendency all over the 
world is to centralise the note issue and to give a monopoly 
of note issue to the Central Bank of each country. The United 
States of America, however, have not one Central Bank of 
Issue but a dozen Central Banks. 

(6) Payments q.rising put of internati onal trade and other 

international transactions between counxiies are made 

through some banks by the purchase and sale of foreign bills of 
exchange etc. (For an account of the work done by banks in 
Foreign Exchange, see chapter on Foreign Exchanges). 

(7) The function of banker to the Government. 

The tendef^y 1 ^" 'to have~ll 'C etUral Bank in 

every country. This Central Bank has the monopoly of note 
issue, is the bankers* bank — and also the banker to the 
Government. 
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The Central Banks are the fiscal agents of their respective 
governments. Such banks help to raise loans for their respective 
governments, manage the public debt ; keep the government 
cash balances and exercise other banking fimctions in connection 
with the Government. t 

Definition of a bank. 

The Shorter Oxford English Dictionary thus defines a 
modem bank — tljAn establishment for the custody of money 
received from, or on behalf of, its customers. Its essential duty 
is to pay their drafts on it ; its profits arise from the use of 
the money left unemployed by them.'^ 

Banks organise the borrowing and lending work (credit) 
of the community ; they lend their own funds (t.e., capital)' 
and borrowed funds and their own credit to persons engaged, 
in trade, agriculture, manufacturing and other industries.^ 
They supply a part of the medium of exchange in the form of 
bank notes, cheques. 

MODERN BANKING OPERATIONS. 

1. Deposits (a) cash deposits (b) credit deposit^ 
Loans make deposits. 

How does a bank get the capital for its operations^ The 
bank carries on its business partly with its own capital but that 
being insufficient for its purposes it largely borrows money from 
the public. 

The bank borrows money from the public in the shape of 
deposits. 

All depositors do not withdraw all their deposits from the 
bank at the same time ; and so the bank can safely lend a 
portion of these deposits. How much the bank can lend 
depends upon the normal withdrawals of money by the public 
If in a county normally 90 per cent, of the total deposits of 
a bank are fiidit.lMlhdrawn, clearly the bank can lend a portion 
of the depoeiK^t exceeding 90 per cent, of the total deposits 
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and with the balance of lo per cent, meet the normal demands 
for withdrawals by the depositors. 

I The reserve of cash, which the bank has to keep to meet 
‘the demands of depositors, is called the Banking Reserve. In 
different countries this varies from 5 per cent, to as high as 
35 per cent, of deposits. 

The bank makes a profit by borrowing its deposits at a 
low rate of interest and lending them at a higher rate. 

There are <a) cash deposits as described above, and also (b) 
credit (Uposits created by banks. 

^^iJfans make deposits^* — most of the deposits in a bank 
are not due to cash deposits by the depositors, they are credit 
deposits created by the loans given by the bank to the depositors 
— and they are kept in the bank and drawn on from time to 
time by the depositors by means of cheques. 

*'In former times .... the banks dealt only in cash 
deposits ; now-ordays ihey deal primarily in credit deposits** 
((Seligman — Principles ) . 

In the United States, Britain and other English-speaking 
countries, cheques, based upon deposits, constitute by far the 
greater part of the circulation used for njiaking payments (much 
greater than bank notes and metallic money) ; so this deposit 
function of banks and its proper regulation are of high 
importance in the economic life of the country. 


( Credit deposits are created in the following way : 

A business man, who wants to borrow, brings to the bank a 
promissory note, signed by himself and sometimes endorsed by 
one or more persons ; and if his credit is good the bank dis- 
counts the note and credits him with a deposit of the amount 


of the note minus the interest charged by the bank on a loan. 
The bank thus lends to the borrower by the creation of a 


warn 


ttamr, a 

o ataw cneques upon deposit. AAey the- oerio d 
of the loan is over, the bank nill recover ticaa. tile borrower 


the amount lent. 

Ordinary commercial baiddng largely of the 

purdtase of paraonal credit qf. business men and sa|« of banking 
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credit to them by discountudg their notes and creating deposits 
in their favour. \ 


credit 

’*5! bank may create credit by (a) tssuingn^s, (b) 
to business men creatine depQ^ts ift ^tnesy 


t o busine s s men creatine de pq^is m ^xness- 

(a) Creatkm <rf credit in the fo rm of b ank notes. 

Suppose a bank issu^ notes for' fen'Wi^ has 

to keep a reserve of four millions in metallic gold. It is not 
required to keep more metallic reserve in the expectation that 
only a proportion of the notes may be presented to the bank 
and metallic money may be demanded in exchange ^ norma l 
times all the notes will not be presented by the holders of 'the 
notes to the bank on the same day for the purpose of being 
exchanged into metallic money. The bank l ends these not es 
of the total value of ten million dollars to diSerent business- 
men. The business men use these notes or paper money as* 


purchasing:^ ppwcr to buy commodity or services, and people 
accept these notes in pajrment because they have confidence in 
the bank. In oth^ words, the bank notes circulate as money, 
because the credit of thh bank is good. Tfie bank, by lending 
ten millions of its paper money, is thus lending its credit. 
A bank issuing notes is* th us cfeatin^ credit and providing 
pnrc hgjitng pow^ to the btudness community. Ten million 
doilam of l>aper money — ^four million dollars of metallic reserve 
kept by the bank^the additional purchasing power or money 
created by the bank and based on its credit. This is the way 
that a bank creates credit by issuing notes ; and ite power to. 
create credit partly depends upon the metallic or other reserve 
kept by it tor securing the ccmvertibility of the notes and thus 
maintaining the confidence ol the public in the bank. 
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issuing notes and (b) loans to businessmen creating deposits in 
their favour. 

In England, the Bank of England — the Central Bank of 
the country — has a practical monopoly of note-issue. English 
commercial hanks have no right of note-issue. .So they create 
credit largely by loans to business men which create deposits 
in their favour and on which they are entitled to draw cheques 
to the extent of the deposits thus created. 

I This kind of credit, manufactured by banks, operates in 
practically the same way in all English-speaking countries — the 
United States of America, England, English Colonies, to some 
extent even India. Uct us illustrate the thing from English 
conditions. 

In England, the money, used by merchants and other 
businessmen to buy commodities and services {the money of 
English commerce), consists very largely of cheques drawn on 
banks and to a smaller extent of bank notes issued by the Bank 
of England. (Before the War, gold coins in circulation con- 
stituted a still smaller part of the monetary circulation and now 
they have disappeared from the monetary circulation). Also the 
money, lent in the London money market (the money of English 
finance) is the right to draw a cheque upon some bank 
which gives control over purchasing power in relation to 
commodity and services^v '^The money of modern English 
commerce and finance is* the cheque, and the credit dealt in 
the London money market is the right to draw a cheque ** — 
(Withers, the Meaning of Money). How is this money manufac- 
tured — this money of modern English commerce and finance? 
How is credit created by the commercial banks in England? 
As already stated above, the English commercial hanks create 
credit largely by loans to businessmen creating credit deposits 
in their favour and cheque currency based upon such credit 
deposits. In The Meaning of Money, 5th edition, 1930, 
Mr. Hartley Withers, combining the balance sheets of the five 
biggest commercial banks, finds that of a total of 1666 million 
deposits, a small proportion consists of cash deposits and about 
three-fourths (1249 million pounds) consist of credit deposits 
which have their origin in loans given by the banks to business- 
men and other persons. /And a businessman, having deposited 
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•cash in the bank (thus having a cash deposit) or having a credit 
deposit, can draw cheques upon his deposit and thus usually 
makes his payment. The money of JEnglish_ c^merce and 
finance — the cheque currency — ^is based upon cash and credit 
^depo sits an d predominantly, upon "credit deposits. I 

A very large proportion of the deposits of a bank im 
England or in the United States consists of credi t debosH sm 
^Cash deposits form a much smaller proportion^ ^ 

It is maintained (a) that a bank’s power to ^create credit 
in the form of notes is limited by the^ reserve it has to keep 
against the note-issue (b) and that a bank’s power to create 
credit* in the form of cheque currency based upon deposits 
created by its loans to business men is limited by the reserve it 
has to keep against such deposits. 

The capacity of the ordinary banks to create credit is 
ultimately limited by the resources of the central bank of the 


Do the Eiiidiih commercial banks create credit? 

* Leaf also Cannan strongly criticise Withers*s idea of regarding the 
joint-stock banks as creators of credit through their loans making 
deposits to practically an unlimited extent. “A fashion has grown up 
lately of regarding tne joint^tock banks as ^'creators of credit.*’ 

.... By using an ambiguous phrase it is meant to imply that the 
’'banks”, meaning the joint-stock banks, can increase to an unlimited 
•extent the amount of credit currant. In this sense the idea is plainly 
untrue. The state is a creator of credit in that sense, because it can not 
•only create paper currency to an unlimited extent, but by making it 
legal tender can force it into the hands of everyone to whom it owes 
money. But this power, as we have seen, has been withdrawn from all 
banks in England. The banks can lend no more than they can borrow 
— in fact not nearly so much. If anyone in the deposit banking system 
can be called a "creator of credit” it is the depositor; for the banks are 
strictly limited in their lending operations by the amount which the 
•depositor thinks fit to leave with them. 

It has indeed been argued that every loan by the banks creates 
a deposit; that so long as the banks go on increasing their loans, so 
long will their deposits grow in the same degree, and that thus the 
banks can be regarded as crediting credit. Unfortunately this theory 
will not stand confrontation with facts. Reference to . . . the course of 
events in the first half of the year 1925 gives a decisive answer to this 
hypothesis ..... 

The creation of credit in one direction is only made possible by 
a corresponding cancellation of credit in another; the banks can only 
lend more to their customers by lending less to the Government”— 
Walter Leaf, Banking, igaS, pages ZOZ-Z04. 

Cannan in his usual vigorous fashion makes the following criticism : 

"In the older axid juster view bankers appeared to be intermediaries 
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country (and sometimes the Government) upon which the 
ordinary banks ultimately depend for their reserves. 

An English commercial bank has its cash reserve (Refer to Bank 
Reserves. A Bank Balance Sheet, pages 126-129), and it creates, 
credit deposits eight or ten times the amount of its cash reserve. A 
commercial bank with one million cash reserve and ten million credit 
deposit (and cheque currency) based upon the cash reserve has manu-. 
factured money (credit) ; and these cheques of the value of ten million 
pounds will be used as purchasing power by businessmen and will be 
accepted by persons in payment for their commodities and services so* 
long such persons have confidence in the bank that it has sufficient 
cash reserve to pay cash for such cheques as may be required. Cheque 
currency of the value of ten million pounds — one milUon cash a: nine 
million pounds of additional purchasing power created by the bank 
and based on its credit. In this sense the power of a commercial bank 
to create credit depends upon the amount of its cash reserve. The 
cheques, drawn upon its deposits are for the greater part settled 
through the clearing house (Refer to Cleai^ng House p. 121), and the 
bank requires its cash reserve to meet the small proportion of cheques, 
as are not settled through the clearing house. It seemed to be 
suggested by Mr. Withers in earlier editions of The Meaning of Money 
that English commercial banks by creating credit deposit (and cheque 
currency based upon credit deposit) many times the cash reserve have 
practically unlimited power of creating credit to supply purchasing 
power to the business community. The commercial banks are the 
creators of credit in this sense. 

This view is opposed by Leaf and Cannan and others. It has 
been pointed out in criticism of Withers that a commercial bank 
is able to create credit by granting loans to businessmen only so far as 
businessmen offer suitable security-~stock exchange securities, bills of 
exchange, commodities, etc. In The Meaning of Money, 5th edition, 


or middlemen between lenders and borrowers; they re-lent what was 
lent to them, keeping some cash in hand on all ordinary occasions in 
order that they might be in no danger of not being able to meet any 
demand that tneir creditors might make on them (these creditors being 
mostly entitled to be paid on demand). In the modem view, popularized 
in this country by Mr. Hartley Withers, and adopted by Mr. Keynes 
(pp. itS^z), me large share of the whole valuable properly of the 
community po^essed by the holders of credit balances at the banks 
is completely ignored. The bankers are thought of as having (by some 
means which is left in considerable obscurity) got hold of a certain 
amount of cash, and then, apparently because there is some magic in 
calling yourself a banker, b^g able to "create** eight or ten times, 
as much "money** or "deposit-currency** . . . This, of course, is all* 
moonshine : every practice banker knows that he is not a creator of' 
credit or money or anything else, but a person who facilitates the lend- 
ing of resources by me p&ple who have them to those who can use.* 
them*’— Cannan, An Economtst^s FroUst, page 582. 
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1930, Mr. Withers recognises to some extent the force of the criticism 
md states “It cannot conduct this manufacture without the assistance 
•of its customers, and it may be contended that these banking credits 
are manufactured, not by the banks, but by the customers who apply 
to them, and by the security that the customers bring, and the bankers 
approve of, as fit collateral. It is certainly true that the banks cannot 
make advances unless somebody asks for them, and their capacity for 
^oing so thus depends on the needs of the community, and also on the 
supply of unpledged property that the community has available as 
security. Whether the manufacture be conducted by the banks or by 
their borrowing customers is a question of little moment,** 

When a bank makes a loan and creates a deposit in favour of the 
borrower, the bank may make the loan on the personal security of the 
borrower (as already described above) or the bank may make the loan 
*on the security of “collateral, or pledge deposited by the borrower, 
whether Stock Exchange securities, or bales of cotton or tons of copper; 
or, again, whenever it discounts a bill. In each case it gives the 
borrower or the seller of the bill a credit in its books— in other words, 
A deposit; and though this deposit is probably— almost certainly- 
transferred to another bank, the sum of banking deposits is thereby 
increased, and remains so, as long as the loans are in existence. And 
so it appears that the loans of one bank make the deposits of others, 
.and its deposits consist largely of other banks* loans.*’ 


2. Discount 


A commercial bank cannot lend its money for long periods : 
it may be called upon to refund its deposits at short notice and 
so it can lend only for short periods. 

A commercial bank makes these short period loans by* 
discounting (a) the promissory^ notes of businessmen, (b) also 
by discounting bills of exchange etc. In the modem business 
world, goods are sold on CTedi^and the manufacturer or the 
merchant draws his bill of exchange (representing the value of 
the goods sold) on the purchaser ; then the manufacturer or the 
merchant goes to a bank and by discounting the bill gets its 
present value, leaving the bank to realise the bill when it falls 
due, say after thirty days or sixty da3rs or ninety days. 


* Discount is a form of interest, it is calculated as a percentage of 
the a iiTOtfg r b orrower; while ordinary interest is 
calculated as a percentage of the amount lent by the lender. Discount 
is deducted in advance nom the principal sum. A lender lending £100 
to be repaid at die end m <me year and deducting ;C5 in advance from 
• ! t ^ ^ borrower is said to charge a discount 

a- ‘ ifej 


the principal 
of 5 per cent, 
the value of the 
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A bank also lends money by making advances on securities^ 
and also in other ways. 

How muck may the Bank lend? 

As has been already pointed out, the amount which a bank 
may safely lend depends upon the normal withdrawals by 
depositors from the bank. A bank must have a banking 
reserve sufficient to meet the demands of depositors and any 
resources beyond this reserve it can lend. 

The utility of bankers to the community rests largely upon 
their power to lend and create credit ; and as noticed already 
the power of a bank to create credit is limited by the necessity of 
keeping an adequate banking reserve sufficient to meet the 
i demands of depositors, ''The remarkable fact about modem 
'banking is that the reserve may not be kept by the banker him- 
self in actual gold ; he may entrust it to a central or government 
bank, which carries on ordinary banking business and itself 
utilises any gold left into it as a basis for creating credit.’* 

Rate of Discount and factors governing it. Market 
Rate. * Bai^ Rate ui England. 

fThe rate, at which bank loans are made (for example the 
rate of discount at which the bank is prepared to discount 


• Europe this is generally called the discount rate, and in 
England the bank rate, because the Bank of England is the chief lender ^ 
but in the United States,^ where up^o 1914, most of the advances took 
the shape of cash loans in New York with the interest payable at the 
maturity of the loan, it has hitherto been called the money rate. Under 
the new law, however, there will now also be a discount rate.” 

“Fluctuations in the money rate are due to three causes, — the general 
rate of interest, the level of prices, and the state of the money market 
in the narrow sense. 

(1) The general rate of interest is, as we know, the payment for the 
use Of capital as a whole. The ‘money rate* or 'discount rate* in the 
long run follows the general rate of interest, for a relative plethora 
or dearth of capital ultimately finds its way to the lending centres. 

(2) . . . . Changes in the price level affect the rate of interest, and 
the rate of money* (money rate) in the Wall Street sense is hence 
partly dependent on the “value of money** in the broader sense . * . 

(3) ^ile over lonjper periods the money rate depends upon the 
supply ^ capital and for somewhat shorter periods it is influenced by 
the level of prices, for still shorter periods it is affected by the temporary 
amount of loanable cash in the money market. (Seligman-^Principles, 
^ 9 ^ 9 , pages 533-535). 
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bills of exchange), depends upon the quantity of money held 
by the bank as a reserve. When the reserve increases, a bank 
lends more freely to business men and does this by lowering the 
discount rate and thus attracting borrowers ; if its reserve is 
decreasing, the bank to protect itself will decrease the loans 
and increase the rate of discount Business men speaking of 
''value of money” refer to this rme of interest or discount on 
short time business loans, and not to the pui chasing power of 
money (Plentifulness of money and "eas y iponnv ” in their 
language mean large bank reserves and free lendTng by banks 
to business men ; " tight money ” means a small reserve and a 
^triction of loans). Ban’kers are buyers of bills of exchange. 
0iS,jda nM i f i A" ^>fer bUl3 corner, from ba^ and as already 
explained is much influenced by the q uan tity of money held ^ 
by baafea, as Tke^em^n d for bills also comes from 

The rate of discount will depend upon th^ 
demand for bills and upon the supply of bills in the market 
and upon general conditions in the market — the central bank*^^ 
operations, also government finance etc^-bringing about 
scarcity or a plentiful supply of money (vmich may be used for 
the purchase of bills) for banks and bill-brokers 

The rate at which the bill-brokers in England discount 
bills is called the market rate of discount ; and this rate depends 
on the market raie for mon ey at v?hlch the bill-brokers arc 
able to borrow itroni banksi^ The banks themselves exercise 
a still stronger and more direct influence on the rate of discount 
by being themselves large discounters of bills. 

Let us consider briefly the English market rate in relation 
to the English bank rate. 

Bank Rate in England. 

Bank rate (as distinguished from the market rate) is the 
official minimum rate at which the Bank of England will dis- 
counf bills. (Notice that if is only the minimum rate. For 
when the Bank of England finds that too many bills are Mng 
brought to it, it will refuse to take them except at a higher 
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rate. And for loans and advances the Bank of England charges 
half per cent, more than for discounting bills.) The market 
rate may fluctuate from day to day with changes in the supply 
of and demand for bills. The bank rate (i) is normally higher 
than the market rate (2) is not constantly fluctuating like the 
market rate, and is usually fiked every Thursday morning for 
a week. 

. In England the bank rate is said to he effective when the 
wank of England is discounting bills at the official rate or 
making advances at or above it — ^the Bank is then in a position 
to regulate, more or less, the price of money in London. It 
is a fact that the bank rate is seldom effective ; and if the 
bank wants to discount bills, it has to take them at a lower 
rate than the official bank rate. 

Relation between the discount rale and the general 
Interest rate in a country. 

The rate of discount charged by banks in a country and some 
factors governing the rate of discount— -these have been briefly 
explained. 

The general rate of interest in a country depends upon the 
•equilibrium of demand and supply of capital as a whole in the country 
and it does not depend only upon the quantity of money held by banks 
as reserves. 

The rate of discount depends immediately upon the quantity of 
money held by banks as reserves and upon other factors already 
indicated. The discount rate (or the money rate in the United States) 
depends ultimately and in the long run upon the general rate of interest 
in the country. When with increased accumulation the supply of 
•capital in the country becomes more abundant as compared with 
demand, the general rate of interest falls, and part of the increased 
supply of capital ultimately goes to the banks and reserves and reduces 
the rate of discount. With decreased supply of capital in the country 
as compared with demand, the generid rate of interest rises and 
ultimately there is decreased supply of money in the banks and bank 
reserves and the rate of discount rises. 

The Cheqqe Syeten. deering Hoom. 

Deposits are used as the basis of the cheque system. 
Persons having deposits at a bank make their payments by 
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drawing cheques against these deposits ; and the cheque system 
brings about a great economy in the use of money. 

Suppose two persons, A and B, have deposits at the same 
bank. A has to pay B £100, he will give a cheque of ;£ioo to 
B on his own bank ; and the bank will deduct in its account 
books £100 from the deposit of A and add £100 to the deposit 
of B. A*s pa5rment to B will thus be made without any transfer 
of metallic money and an economy of metallic money will be 
effected. 

In large cities, a further economy of metallic money is 
brought about by means of the Clearing House. The customers 
of each bank send to it for collection on their account all 
•cheques which they receive from their debtors drawn on other 
banks of the city. Every bank in a large city thus receives 
•every day cheques drawn on other banks, while other banks 
receive cheques drawn on it. 

A is a general organisation of the banks 

in a g^vm^ace, its chief purpose being to cancel the mutual 
■obligations of banks in the form of cheques. The representa- 
tives of each bank bring daily to the Clearing House all the 
cheques it has received against other banks ; and each bank 
has to meet all the cheques drawn against it. The balances 
4 ire not settled between individual banks ; they are settled 
between each bank and the Clearing House. A balance is 
struck between the total sum of each bank’s claims (in the form 
of cheques) against other banks and total claims in the form 
of cheques) of all other banks against it. When the balance 
is against a bank, it pays that amount to the Clearing House ; 
and a bank which has a balance in its favour receives from the 
Clearing House the amount of the balance. 

An immense economy in the use of metallic money resuUst 
Jrom the Clearing House system. I 

It has been calculated that in New York and London the 
balances paid and received in money by individual banks 
amount to less than 5 per cent, pf the total transactions settled 
through the Cleeffing Ifouse. 



122 


OUTLINES OF ECONOMICS 


In In^ Clearing Houses have been established in 
Calcutta, Bombay, Madras, Cawnpore and Rangoon. 

* III. Note Issue. 

The chief function of a hank is to lend not its money or its 
capital but its credit, 

A bank makes use of its credit by lending a part of its 
deposits — the depositors have confidence in the credit of the 
bank, they believe that the bank will return their deposits when 
required by them and they do not want their deposits returned 
all at the same time and so the bank is able to lend a part of 
these deposits. A bank ma y also lend its Vy ^iSSUirffi 

notes — it hands over tol:fae bonSwerrirom'^t!^ these notes 
wEich they can use in their payments and these notes circulate 
because the credit of the bank is good. 

If the public have confidence in the bank and have no doubt 
about the security of notes, then the note issue will be limited 
only by the habits of the people in respect of relative uses 
which they make of note and coin. Notes are convenient for 
certain purposes and coin is convenient for other purposes ; 
land the relative demands of the public for notes and coin mark 
khe upper limit of the safe issue of notes. 


from its li^ilitjMfo^^^oStsTa^ 

of deposit and issue . . . are one in substance. ’ (Dunbar — Theory and 
History of Banking, Chapter III; Taussig — Principles, Vol. I. Chap. 24)* 
*'So far as the bank and the borrowers are concerned the economic 
essence of the bank note is identical with that of deposits. Both are 
bank liabilities, because the bank must ultimately pay its note or honour 
a requisition on the deposit; both involve the granting of credit to the 
borrower, who acquires the right to demand payment of a given sum 
from the bank. The function of issue differs in form, but not in 
substance, from that of deposit .... cheques and deposits are some» 
times spoken of as deposit currency in contrast to the note currency 
.... Bank notes, like deposits are liabilities of the bank in contrast 
to loans and discounts, which are assets” {SeligmasSr-^Prindples) , 
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Theories about Note Issoe. 


PtejQgilS^ Principle. ^ 

* There have been two schools of opinion in England on the subject 
of note-issue. 


(i) The followers of the currency principle for regulating circula- 
ilion. (2) _ihe ion ower8'"ot"fKe 'feahting Sinciple or bank liberty. 

^ — 11—— Ml III ■! II (I mil iiiiiiie~T mna^ * * * • * » ' en-**** t Mwir.* 

The^lJvSc^eB o?^ t currency principle maintain this view — they 
hold that the true principle of note issue is to keep an almost fu ll 
reserve of metal for aU the i^otes iss ued, at^^ to reauce ike njpJe ^j^S^ 
tion by acoTrksPo nain^ fl i w^ yHtTai "soon^as "a portion' of the metallic 
res eWe H conni;pe s. They assert "that ^ 

sometliihg“ more ffian sound banking is needed to give a country a 
secure note issue ; they point out that the issue of notes by banks on the 
banking principle may and will often lead to an over-issue of notes and 
inflation of prices. 

The wnlew a 3 v 5 affig^& banking principle maintain that the 
supply of bank notes ought to increase with the increasing demand in 


* The Currency theory is this : — ^In issuing bank notes, care should 
be taken that the amount in circulation should always be the same 

as the amount of gold would be, provided the notes did not exist. 
Mr. S. J. Lloyd, better knowm as Lord Overstone, was the chief exponent 
of these views, and the following is his opinion as expressed in his 
evidence before a Select Committee of the House of Commons on the 
note issue of England in 1840 : — 

“A metallic currency, I conceive, by virtue of its own intrinsic value, 
will regulate itself; but a paper currency, having no intrinsic value, 
requires to be subjected to some artificial regulation respecting its 
amount. The use of paper currency is resorted to on account of its 
greater economy and convenience, but it is important that paper currency 
should be made to conform to what a metallic currency would be, and 
specially that it should be kept of the same value with the metcdUc 
currency, by being kept at all times of the same amount. Now the 
influx and efflux of bullion is the only sure test of what would have 
been the variations of a metallic currency, and therefore I cmiceive that 
that constitutes the only proper rule by which to regulate the fluctuation 
of a paper currency." 

Their opponents, the upholders of the hanking theory, urged, on 
the other hand, that the only consideration a banker need bear m mind 
in regulating his issue of notes was whether these issues were made in 
legitimate banking transactions, as opposed to speculative dealings out- 
side the ordinaty commercial channels. If the amount of notes issued 
in this legitimate manner should be greater than that needed by the 
country, the excess would inevitably be presented for payment." Sykesr 
— Banking and Currency, 
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a country for an exchaniife medium. A bantAhould be aUowed to issue 
n otes in. an'st am ount to meet the demanSs of ouMneYs'^f^^ 
a ftill reMfven**?r3®l3W W ' notes are con- 
vertible into cpin!*on^<reniand.* '*¥& 'flKre will &e no'^vfer- 

isSfl?1SSiTnoT5^ if notes are issued on this plan ; and they 

declare that such notes have every virtue belonging to metallic money 
with the added advantage of greater cheapness and greater convenience 
in use. 

Obviously this school regards bank notes as a form of bank’s credit 
to be expanded or diminished according to the demands of business. 


Conclusion, 

The currency theorists make an increase in note issue dependent 
absolutely on an increase in the metallic reserve, — they make an expan- 
sion of the paper currency dependent not 
upon expansion of business demand but upon 
increase in the output of mines ; this is wrong 
and unsatisfactory in principle ; paper currency 
should be elastic expanding with an increase 
in the demand for paper currency. Notes 
issued under the currency principle are perfectly secure being backed by 
a metallic reserve increasing equally with an increase in the note 
circulation, but the great defect of such a paper currency is that it is 
lacking in elasticity and so hampers industrial and commercial progress. 


Notes issued under the 
irrency Principle 
ecure, free from danger 
jf over issue but 
nelastic. 


I 


A paper currency issued under the banking principle has the great 
merit of elasticity; but the notes are not so 
secure as the notes issued under the currency 
principle because the metallic reserve is 
weaker.* Banks emitting paper currency 
under the banking principle through an error 
of judgment and sometimes through deliberate 
purpose may bring about an over-issue of paper currency and may cause 
inflation culminating in certain cases in a crisis. 


Notes issued under the 
thanking principle more 
t elastic, less secure and 
I subject to danger of 
■overissue. 


i In a satisfactory system of currency, it is desirable to combine as 
[far as possible the elasticity characterising the banking principle with 
\the security and freedom from over-issue associated with the currency 


* Advocates of the banking principle maintain thaf a bank can only 
circulate a certain quantity of notes determined by business demands 

and that any over-issue of notes will return to the bank as if contracted 
by an iron law. But as Pierson points out, the fact that over-issues 
are returned to the Bank instead of being a safeguard is precisely the 
thing where the danger lies. **The amount of circulation continues the 
same, it is true, but its components are not the same; 'uncovered' is 
substituted for 'covered' circulation and the relation between metallic 
reserve and note circulation becomes less favourable." Pierson— 
Principles; also Andreades— THs Bank of England (Vol. n Chapter IV). 
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theory. This can be done by following a modified form of banking 
principle providing at the same time adequate safeguards for thf^ 
security 6f note issue, ^ 

[The controversy between the cnrrency principle and the banking 
principle agitated England in the first half of the 19th century; and 
Peel’s Bank Charter Act of 1844 was a great victory for the cnrrency’ 
theorists as it regulated English note issue under the cnrrency principle 

The Bank Charter Act of 1844 has made the note issue of Englandl 
secure, but inelastic. English bankers and business men soon fouild 
a way out of the difficulty created by the inelasticity of note issue by 
developing the cheque system which provides a perfectly elastic 
currency expanding readily with an increase in the demand for ai\ 
exchange medium.] 


t Systems of Note Issue m different countries. 


The different methods of regulating note issue as prevail- 
ing in different countries of the world in actual practice have 
been variously classified. 


(i) The first system consists m limiting the amount of 
note in circtdation by the amount o? the rese^e. 
prevails in England and was esiabiislied Bank • Charter 

Act of 1844. 


T he English system ofj^ioie i ssue as regulated by the Bank 
Charter Act is Partial Deposit 

lost of me" notes are based on a gbl3 reserve 


System (because most 
and some notes are issue d again sT ^cunti^^ 
svste^ Is also known as t.h^. 

Oh the other hand, in the Simple Deposi 


e?m»-Sxstsnh: 


is secured by a metallic reserve of equal value. 


Sirino- a 


(2) Another jtnethod 


between the amount of the reserve and the ant 

round in ' many countries. 

(3) A third plan consists ia fjdng a mtudmu^ of issue— { 
this astern is found in pre-war France. 


note issues 


The foorti}. plan is to oanpel ’banks to secure their 
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in the old national bailing system of the United Statep w here 
Scir"6anlc Ti^^to^STOure^ Its an jejuivalent ' an^nt of 

Ck)vernnient, Ponds deposited in the Govermne^ treasury (ijf 
addition to othef^ security). """ " 

third plan is based upon regulations 
limiting the amount of the notes, the first and the second plans work 
by regulating metallic reserves and the fourth plan secures note issues 
by general assets of value and not by metallic reserves. 

Esdsting arrangements as regards Note Issue. 

There have been important changes in the systems of note 
issue in many countries. At present there are two chief 
systems : 

(1) The English Fixed Fiduciary Reserve System. 

(2) The Proportional Reserve System which is finding 
increasing support and which has been adopted by France, 
'Germany, the United States, Russia among other countries. 

The Russian Central Bank has to keep a reserve of 
25 p. c. against the note-issue, the Bank of France has to 
keep a reserve of 35 p. c., the Reichsbank of Germany a 
reserve of 40 p. c., also a reserve of 40 p. c. has to be kept 
against Federal Reserve notes in the United States of America. 

For the respective advantages and disadvantages of these 
two principal systems of note-issue, refer to pages 

Bank Reserves. A Bank Balance Sheet. 

Banks now-a-days are mostly joint-stock banks. A joint- 
stock bank raises its capital from shareholders, it has to pay 
the profit earned to shareholders, and a]^ keeps a portion of 
tbf> "addifionai capitap— So 

*^Qr^i>gi rnaid Vrnfit. are its liabilities to its 

iha^%ol ders!* But mese are not demand liabilitiea l¥e share- 
hol 3 ers ' are the proprietors of the bank. And so these are 
liabilities only in a bsok-keeping sense, 

A bank has liabilities of another sort— Imbilities ^ 
jto be paid on demand. It has 
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depositors oq dem and, has to meet their cheques on demand. 
If iKT^^e right to issu^e* 6 aifiic notes, ^itli^ to meet the ^oies 
in cash on tlie demand of the note-holders. 

And to meet its demand liabilities — notes and deposits — < 
it has to keep a sufficient reserve in cash or what is equivalent 
to cash. If it does not maintain a sufficient reserve, and 
cannot meet its demand, liabilities, then the bank fails. It has 
to close its doors. (Note that this reserve for meeting the 
bankas demand obligations is an asset of the bank. And it is 
different from the Reserve fund (called ‘the surplus* in the 
United States), accumulated out of past profits which is a 
liability of the bank to its shareholders. Also notice that it 
is different from what is called ‘reserve capital’ in England — 
the unpaid capital that must be supplied iu certain emergencies 
by the shareholders). 

It is to be kept in mind that the deposits of a modern 
commercial bank consists largely of credit deposits (see page 07). 

The following are the principal items in a bank balance- 
sheet — the balance-sheet of a commercial bank. 


liabilities. 


Assets. 


Due to f r Capital paid up. 

share- | • Reserve Fund, 

holders } (Undivided profits. 


Due fo ^ I Deposits 
customers I Notes 


Cash in hand, and 
with other banks and 
the Central Bank. 

Money at call and 
short notice 
Bills discounted 

Investments 
Advances to customers 
Premises etc. 


Attention should be directed to the following points in 
connection with bank reserves: 

(i) As the reserve is for meeting demand liabilities, it 
must consist of ca^h or things immediately convertible into 
cash (called ‘cash items* in the United States of America). It 
includes 
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(1) Cash in hand and with other banks and the Central 
Bank. 

(ii) Money at call and short notice which the bank can 
quickly realise in cash from bill brokers and others to whom 
it has made loans for very short periods. In countries having: 
legal-tender paper money, the paper is sometimes counted as 
a part of the reserve. ‘Investments* include stock-exchange 
securities of high quality, but in times of trouble they are not 
immediately convertible into cash — ^they are not saleable. 
Long-time commercial paper is also not instantly convertible 
into cash. Short-time commercial bills due within a few days 
and rediscounted by other strong banks will be a good asset. 

(2) In countries where the demand liabilities include 
both bank notes and deposits, the reserve has to be adequate 
in character and amount to meet both sorts of liabilities. 

In England the Bank of England has the practical mono- 
poly as regards note issue ; in India at present notes are issued 
by the government, not by any bank. So as regards banks 
in England and Inlia, the reserve is a reserve against deposit 
liabilities and not against note issue ; and in England it is 
often called ‘the banking reserve*. 

(3) The proportion of the reserve to liabilities is fixed 
by law in some countries — not in other countries. 

In the United States the law compels the Federal Reserve 
banks to keep a reserve of 35 per cent, against deposits and 
ordinary member banks have to keep smaller reserves. The 
Bank of the Netherlands has to keep a specie reserve of 40 p. c. 
against deposits (and also notes). 

In England and India, there is no law laying down the 
proportion between reserve and demand liabilities. The Bank 
of England, England's Central Bank, keeps a reserve in 
practice of 40 p, c. or thereabouts. 

No hard and 'fast rule is possible which will be applicable 
to all countries — ^for conditions vary from country to country 
and ev^ in the same country from time to time. 

(4) ' In banks, the usual method of protecting a decreasing 
reserve is to raise the discount rate and thus to reduce lending.. 
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In the words of Prof. Seligman ''Successful hanking^ 
depends largely upon the management of the reserve/^ If a 
bank keeps too large a reserve, and lends too little, it will be 
reducing its profit ; if it keeps too small a reserve, and lends 
too much, it will risk its solvency and existence. So the middle 
path is to be followed between rashness and excessive desire for 
profit on one side and an excessive timidity on the other. Good 
management of the reserve means both solvency and profit for 
the bank and its shareholders. And it means a great deal more. 
For a solvent and prosperous bank is able to extend credit 
facilities to its customers — and help materially the development 
of national industry and trade. The failure of a bank due to 
bad management of the reserve is a disaster to itself, and its 
shareholders, its immediate customers — and it gives a shock to 
the entire business world. f 

The obj« eU l or yph ich bank roserves ore held. The> 

reierrei.^ 

A« Hff? alrr'^Y* conne»;^on with the 

bank balance sheet, a bank has twp^ reserves : 

(1) A reserve fund on the liability side and this comes 
from the undivided profit of past years ; it is secured fully 
by assets on the asset side, and these assets are used in normal 
years as part of the capital to earn profit for the shareholders 
of the bank, and they are used in emergencies as^^resourcg^ 
on which the bank can fall back for support^.^ 

(2) A cash reserve {on the assets side) the objects of 
which are to meet th e dema nd obligation of the bank in tho 
form of notes' ani ieposti^ English commercial banks have 
no note issue. The cash ;^rve of an English commercial 


* ‘‘The modem bank is, so to say, the nerve centre of the business 
world. A shock to its credit at once ramifies throughout the commimity, 
and its failure may paraly^ enterprises that seem only to be remotelv 
connected with the pa^cidar interests involved. The problem of bank 
reserves is the one of central importance in the subject of credit 
fSeligman— 2929, page 5x8). 


II— 9 
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bank is thus used to meet demand obligation only in the form 
of deposits.) 

Some of the different ways for protecting the cash reserves 
of banks in different countries are given below : 

(a) Banks to stop lending. 

When the cash reserves of the banks of a country 
are decreasing, the banks may stop further loans and m ay 
for repayment as regards , loans already given~ by 
the banfe to businessmen. At any time and more so 
in a time of real difficulty, such a course is not practicable 
for the banks of a country. In a time of difficulty, if the 
banks refuse to give loan«; to businessmen solvent but 
temporarily in want of money they may precipitate a crisis 
disastrous to the national economic interests. 

(b) To raise the bank rate of the Central Bank and the 
market rate charged by the commercial banks. 

In a time of trade bsipm with rising prices, increased pro- 
duction of goods and increasing demand for loans on the part 
of businessmen to finance their business trtXisactions, the banks 
granting such loans find that their cash reserve is getting 
smaller in proportion to their demand and other liabilities. 
This is a dangerous situation for the banks. In such a position, 
banks in the United States and England, etc., generally used 
to raise the rate of discount to discourage borrowers and thus 
• to protect the bank reserve. 

The banks were helped in their work by the raising of 
the bank rate of the Central Bank of the country. The rise 
in the bank rate checked the outflow of gold from the country, 
encouraged gold to flow in and strengthening the gold reserve 
of the Central Bank, helped to strengthen the reserves of all 
solvent banks in the country. 

(c) Before the War, the Central Bank of France used to 
protect its gold reserve by meeting foreign demands on the 
bank in depreciated silver instead of in gold. The bank had 
the right to do this under the law of the country. But it 
prevented Paris from developing into an international money- 
market centre, as foreigners, knowing that the bills on Paris 
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might be paid in silver, were unwiling to use the Paris banks 
for making payment in connection with international trade and 
■other international transactions. 

% 

The Balance Sheet of a Central Bank — ^the Bank Return 
of the Bank of England. 

For the Bank Return of the Bank of England, the old fonn of 
the return and also the new form more clearly indicating the extent 
to which the English commercial banka and the Bank of England 
co-operate in the manufacture of credit, refer to pages 154-158. 


Gold Reserve. 

The gold reserve is a reserve kept mainly for meeting the 
demand for gold rising out of international indebtedness in 
connection with the international trade of the country or other- 
wise. Some gold is also required as the foundation of the 
credit structure created by the banks within the country. And 
the tendency in every modern country is to concentrate this 
gold reserve in the Central Bank. The importance of the gold 
reserve in relation to the foreign trade will be explained in the 
chapter on the foreign exchanges. 

• CENTRAL BANKS. 

The tendency in almost every modern country is to have 
a central bank — the centre of the banking system. 


♦ To Prof. Dunbar's Theory and History of Banking, Prof. Sprague 
contributes an account of modem Central Banks. 

“Somewhere in every banking system a reserve of cash and of 
lending power is needed to meet occasions when the banks find them- 
selves confronted with unusual demands both for money and for 
loans 

The special functions of^central hanks may he grouped under three 
heads: they serve as fiscal agents of government; they have large 
powers of control over the currency through the more or less complete 
monopoly of note issue; and finally, since they hold a large part of the 
reserve of other hanks, they are directly responsible for the foundation 
of the entire structure of credit. This last is hy far the most important 
function of central hanks 

In the exercise of their function in relation to the reserve the 
possession of government balances is of much advantage, and the 
privilege of note issue is in most countries indispensable. 




OUTLINES OF ECONOMICS 



The Central Bank is 

(^) banker to the govern^ 

ment. ' -- 

A central bank (such as the Bank of England, the ImperiaF 
Bank of Germany or^ the Bank of Franc^ combines the 
following functions : \ni/eirk\^ ^ 


the loans and other investments of central banks are con- 
fined to those which are deemed of the highest quality, a decided 
preference being given to the trade bill over the collateral loan. 

The good quality of the assets in general is important because it 
gives that prestige which is half the battle for a central bank. A 
reputation for conservative, sound judgment is absolutely essential to 
the maintenance of universal faith in the strength of the central insti- 
tution. For this reason, and even more in order to be able to meet 
the responsibilities of its position, it is equally essential that a central 

bank should hold a very large reserve against its credit liabilities 

The proportion of reserve to demand liabilities in the Bank of England 
is more than 45 per cent. The Bank of Germany holds about the same 
proportion of reserve to demand liabilities as does the Bank of England, 
and the reserve of the Bank of France, for many years, has been 
notably greater than that of any other country. 

In times of severe financial strain (i.e., crises) the central bank 
plays an active dominating role. Upon it rests the responsibility for 
maintaining specie payments, and also in large measure for the con- 
tinuance of lending facilities to the business community 

The policy of liberal loans though at high rates and the payment 
of money or notes to all who for any reason whatever may demand 
cash are now everywhere recognised as the guiding principles of action 
in emergencies.'’ 

The Governor of the Bank of England on the functions, 
of a Central Bank. Its main objective. 

The Governor of the Bank of England, in giving evidence before 
the Royal Commission on Indian Currency and Finance in 1926, thus 
describes the functions of a Central Bank : 

**It should have the sole right of note issue; it should be the 
channel, and the sole channel, for the output and intake of legal tender 
currency. It should be the holder of all the Government balances; the 
holder of all the reserves of the other banks and branches of banks in 
the country. It should be the agent, so to speak, through which the 
financial operations at home and abroad of the Government would be 
performed. It would further be the duty of a central bank to effect, 
so far as it could, suitable contraction and suitable expansion, in 
addition to aiming generally at stability, and to maintain that stability 
within as well as without. When necessary it would be the ultimate 
source from which emergency credit might be obtained in the form of 
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(i) (a Practical monopoly of the privilege of note 
(a) 




which the other banks keep a portion 
upon which other banks will depend in 

times of difficulty. 

^ , ( 3 ) Artin.^ «« keeping 

b^ ances of the Government and m anaging its jpEEcaeDR 

^j&fany system havin^nch a central banFaslFi^centre 
i ^call^ a centm is ^ 'banhi n^^ * a nd a bahkini^ ^sy stem 

is called a decentralised 

hankinit system. 


>anktngsy^ri 

(4)Camb 


omists emphasise that the primary 
is to |maintain$staMfe 1;he ourcha singl 
nit, lloth internally and externally — • 


Cambridge economisti| emphasise that the 
task of the Central Bank is 
power of the monetary unit, 
to maintain (i) stability in the internal value of money in 
relation to commodities, (ii) stability in the external value of 
money injrelation to gold or foreign currencies based on gold) 
Refer to the Report of the Royal Commission on Indian 
Currency and Finance, Vol. I, 1926, page 46. 


rediscounting of approved bills, or advances on approved short 
securities, or Government paper” — Kiscli and Blkin, Central Banks, 
1930, page 105. 

”Mam objective of Central Banks to Maintain Stability. 

The main objective of Central Banks acting in co-operation in the 
management of the international gold standard should be to maintain 
the stability of international prices both over long periods and over 

short periods Stability over long periods is largely a question 

of the adequacy of the quantity of gdd available for their reserves 
taken in conjunction with the proportionate volume of credit created 
on this basis; stability over short periods, or in other words the 
mitigation so far as possible of the Credit Cycle, is, we believe, largely 
a question of co-operative monetary management”— Macmillan Report, 
1931* page 121- 

Cambridge economists emphasise— and emphasise greatly— the func- 
tions and importance of a central bank to every modem country. 
London economists. Prof. Cannan and others, are somewhat critical of 
”the new fashionable over-exaggeration of the powers of Central Banks.” 
”Is it quite so certain as some people confidently assume that the price 
structure is directly dependent upon the volume of bank loans, and 
IS it so clear as these same people imagine that the volume of bank 
loans is capable of direct ^ntrel by manipulation of the rate of 
interest?” asks Br. Gregory in his a^mss before the aamual meeting 
of the American Rconoimc AssodbtitQn in 1924. 
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At present it is widely maintained by economists and' 
statesmen that a properly organised central bank is of the 
utmost importance to the economic and financial stability and 
prosperity of every modern country. 0. central bank regulates, 
currency through its control over note issue ; regulates credit 
as bankers’ bank and through the discount rate ; co-ordinates 
Icurrency and credit, holds suitable reserves economically and 
efficiently and a5justiig" supply of currency and cre^t to* 
demand, perfori^ its primary and essential task of maintaining 

(i) stability in the internal value of money (and pricesy 

(ii) stability in the external value of money in relation to gold 
and foreign currencies based an gold. It thus renders vast 
se rvice s to national industry and trade within the country" ; 
and fosters international trade. 


( 5 ) And in a crisis the central bank does work of the very 
highest mm* 

‘‘To be, or not to be : that is the question”--^ ven for 
essentially solvent banks and businessmen ill a time of crisis 
and panic. These essentially solvent banks and business men 
have enough assets to meet all their liabilities if they get 
sufficient time to realise their assets. They are only tempo- 
rarily short of funds to meet their immediate liabilities 
National economic interests require they should be helped. 
When there is a Central Bank, it comes to their help and 
effectively. 

As the bankers’ bank, it utilises its large reserve of cash 
and lending power in time of crisis to give invaluable help to 
banks and the business community^ Then it stands~-and 
stands successfully almost always — between the nation and 
temporary financial collapse (see Credit and Crises). 


“ as time passes, we should grow to realise 

more and more clearly the power of the great central 
banks of various countries to contribute by co-operative effort 
to the stability of currency and exchanges, and in general, to 
the maintenance of financial and economic conditions favourable 


tcLike continued progress of .the world/* 
'^Bntam has its central oank m the Ba 


■ C ^ 

ink of England, France 
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in the Bank of France, Germany in the Reichsbank. The 
United States have twelve federal reserve banks (each a central 
bank for the commercial banks of each ’Action) and all these 
reserve banks, though independent of one another, are under 
the direction of a common central authority, the Federal 
Reserve Board of Washington. 

Within the British Kmpire^ndia has a sort of central bank 
in its Imperial Bank established at the end of 1920 by the amal- 
gamation of the three Presidency Banks of Bengal, Madras and 
Bombay. The Commonwealth Bank of Australia is partly (not 
fully) a central bank. The South African Reserve Bank was 
established in 1921, modelled largely on the principles of the 
federal reserve system of the United States of America^ 

Central Banka and their PreUema. 

The high and increasing importance of central banks in 
the economic life of modem countries is now generally 
recognised. 

Central Banks and Postwar Stabilisation of Currency, 

The International Financial Conference, that met in 
Brussels in 1920, passed a resolution that countries where 
there is no Central Bank of Issue one should be established.** 

New Central Banks were established in countries that 
formerly formed parts of the Austrian and Russian empires, also- 
in South Africa and some of the South American States. The 
German Central Bank was reorganised as a part of the Dawes 
scheme. Also a central bank for India was recommended by 
the Indian Currency Commission of 1926. 

In the post-war period, the countries of Europe were 
suffering terribly from over-issue of inconvertible paper money, 
and its evil effects in serious dislocation of trade, industry and 
of the social economy. Coming to realize the vital importance 
of maintaining a stable currency, different countries, one after 
another, decided to replace the paper standard by a gold 
standard, worked by a central bank — ^in most of the countries' 
‘^the establishment or reorganisation of the Central Bank of 
the country was part of a sdieme for the stabilisation of the 
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currency and the prevention of inflation** — ^Kisch and Elkin^ 
Central Banks, 1930, pages 2-3. 

The Central Bank as Currency Authority. 

Orthodox economists in capitalist countries all agree in 
regarding the Central Bank {and not the State) as the suitable 
currency authority for a country. They put forward chiefly 
two reasons in support of their view : 

(i) *‘The rate of discount is the chief weapon for ensuring 
the due proportion between the volume of credit, the note issue 
and gold holdings, and thus for maintaining the stability of 
value of the currency unit, and since the rate of discount is 
properly the instrument of a bank, there is a sound reason for 
entrusting to a bank the control of the note issue. 

(ii) There is further the danger that if the management of 
the note issue is entrusted to the vState itself, the Government 
may be tempted to use its power of printing notes as the readiest 
method of raising funds. Taxation is never popular, and 
keeping expenditure within due bounds is not always eas;^. 
As experience has abundantly proved, increasing the note issue 
is an all too simple method of temporarily Ailing in the gap, 
if the power to do so rests with the Government. Monetary 
policy should be independent of political contingencies, and 
the surest way to secure this result is to place the control of 
the note issue in the hands of a bank. These two considera- 
tions, economic and political, explain why the issue of notes 
has not been left in most countries under the control of the 
State, but has been handed over to appropriately constituted 
banks** — ^Kisch and Elkin, Central Banks, 1930, pages 5-6. 

Refer to Kisch and Elkin, Central Banks, 1930, and also for some 
very recent developments to Report of the Gold Delegation of the 
Financial Committee (1932) of the League of Nations for 

(a- Relations between the State and the Central Bank, 

(b) Nate Issues and Note and Banking Reserves, 

(c) Relations between the Central Bank, Commercial Banks and 

the Money Market 

(d) Dealings in Gold and Foreign Exchange, Discounts, Loans 

and other Business, 
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Relatioii behur^en th* State and the Centfal Bhnk. 

(1) The Central Bank is the banker to the Government, The Central 
Bank in all countries keeps the cash balances of the Government and 
manages the Government debt, 

(2) Is it state-0^ ned and State-managed in all or most countries? 

(a) In Socialist Russia following socialist political and economic 
principles, the Central Bank is state-owned and atate-managed*~**tlie 
State Bank forms part of the People’s Commissariat of Finances and is 
directly subordinate to the People’s Commissary of Finances” (Art. i). 
The Bank of Finland is another Central Bank which is a true State Bank. 
The Bank of Latvia is defined in the Statute as a State Bank. The 
Bank of Australia is not a true Central Bank in the full sense; it is 
a State Bank. 

(b) In most countries of the world — in Britain, France, Germany, 
vtc, — the Central Bank is not state^owned, it is a shareholders* bank. 

In view of the national importance of the work done by the Central 
Bank of the country, the Central Bank is subject, in times of peace and 
more so in times of war, to the ultimate control and supervision of the 
State, ”A government has a vital concern in the efficiency of the Central 
Bank and cannot be indifierent to its policy.” — ^Kisch and Elkin, Central 
Banks, 1930, Chap. II. But the post-War tendency is that in times of 
peace, excessive State interference with the functioning of the Central 
Bank is discouraged. 

The Brussels Conference, 1920, adopted the following resolutions ; 

’’Banks and especially a Bank of Issue should be freed from 
political pressure and should be conducted solely on the lines of prudent 
finance.” In the leading capitalist countries, this policy of keeping the 
Central Bank free from political pressure and much State interference, 
is supported on the following grounds : 

(a) Excessive governmental influence in the Central Bank resulting 
in governmental intervention in banking and currency may bring about 
over-issue of paper-money (and inconvertibility and depreciation) under 
the pressure of financial embarrassment to the Government. 

(b) ’’Even apart from such risks there are other serious dangers 
from a Government-controlled bank .... A change in the rate of 
•discount, for example, which benefits some may be unwelcome to others. 
But if the Government has a controlling influence over the Bank, there 
are obvious ways by which the more powerful infterests in the country 
can try to enforce th^ir wishes. The road is open for political intrigue, 
and there can be no safeguard that the policy of the Bank will be 
carried on without bias as national interests require”— Kisch and Elkin, 
Central Banks, 1930, pp. as-aa* 
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Systems of Note Issue followed by Central Banks. 
There are now two alternative systems. 

(1) The Fixed Fiduciary Reserve System. 

This is the system follovicd by the Ban]^ ^"£(nglaiid which is the 
Central Bank for England. The portion of the note-issue which is not 
secured by metallic reserve, kept by the Bank of England, is called 
the Fiduciary or Uncovered Issue; and at any time by the law of the 
country the amount of the fiduciary note-issue is fixed at a particular 
figure and it is based upon a Fixed Fiduciary Reserve of securities (not 
metallic reserve) kept by the Bank of England. In 1844, the amount of 
the fiduciary note-issue based upon the Fiduciary Reserve was fixed 
at 14 million pounds; the amount of the Fiduciary Issue (with the 
amount of the Fiduciary Reserve) was raised gradually till it reached 
nearly 20 million pounds; in 1928 the amount of the fiduciary note-issue 
(and the amount of the Fixed Fiduciary Reserve on which it was based) 
was raised and it was fixed at 260 million pounds. For all notes, issued 
by the Bank of England, beyond this fixed amount, the Bank of England 
has to keep 100 p.c. metallic reserve. 

Thus as regards note-issue, the Bank of England is said to follow 
the Fixed Fiduciary Reserve System. 

(2) The jProportiotial RMerve System. 

Central Banks of most of the leading countries — ^United States, 
Germany, France, Russia, etc., now follow, as regards their note-issue, 
another arrangement, viz,, the Proportional Reserve System. 

In the United States, a reserve of 40 p.c. is kept against the Federal 
Reserve Notes; the Reichsbank of Germany has to keep a reserve of 
40 p.c. against its note-issue, Uie Bank of France a reserve of 35 p.c. and 
the Russian State Bank a reserve of 25 p.c. 

The proportional reserve system is being increasingly adopted and 
it has been recommended by the Hilton-Young Currency Commission for 
the Reserve Bank (the Central Bank) proposed for India. 

A dvMtta« « «id DiMdvwitagM of the Proportioiial 
Re.«r.e"^iteiiir“"'"" — , 

With a proportional reserve system requiring 40 p.c. metallic 
reserve against the note-issue, an increase of gold reserve in the Central 
Bank to the extent of 40 millions, makes possible an increase of note- 
issue by 100 millions. This great elasticity as regards expansion is. 
an advantage when there is increasing demand for money in. the country. 

But a loss of 40 millions of gold from the reserves of the Central 
Bank of the country by export to foreign countries or in other ways,. 
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will* bring about a decrease of note-issue by loo millions. Thk great 
elasticity as regards contraction of the note-issue may become a great 
disadvantage, when the demand for money in the country has not 
decreased to the same extent. It may bring about 'a large fall in prices 
with its disadvantages. 

Arguments for and against the Fixed Fiduciary Reserve 

The following arguments have been advanced against the Fixed 
Fiduciary Reserve System of England : 

(1) The inelasticity, as regards the expansion of note-issue by 
keeping the price-level lower, prolonged the period of post-War depres- 
sion in England. 

(2) Such inelasticity is against the practice of otlier modern 
countries and increases the difficulties of the business classes in England. 

Important arguments for the English system are these : 

(1) England has a large export trade and as an international 
banking centre has to meet large foreign demands for gold. The 
proportional reserve system, introduced into England, will bring about 
greatly increased elasticity as regards contraction of note-issue when 
gold is exported from England to meet foreign demands. That will be 
a disadvantage. The Fixed Fiduciary Reserve System is better in this- 
respect. 

(2) England has large elasticity as regards the supply of purchasing 
power through her system of deposit banking and cheque currency based 
upon deposits. So the Fixed Fiduciary Reserve System as regards note- 
issue may as well be continued. 

(3) This system has the advantage, the Bank of England has 
greater freedom as regards the use of its reserve— **The Bank of England, 
unlike the Reichsbank, would not come into conflict with the law till 
it had paid out the last penny of its reserves'' — Robertson, Money, 1930,, 
page 62. 

Smaller Reserve Ratios proposed in connection with 
the Proportional Reserve System. 

“Experience during the past few years has clearly shown that the 
cover provisions in the statutes of many Central Bai^s have not been 
sufficiently elastic to permit the utilisation of reseives for meeting 
foreign payments to an extent which would be justified in cases of 
emergency. 

The increased volume of short-term funds capable of moving'^ • 
rapidly from one country to another may represent an extra burden' 
on the balance of payments. 


Systeiflr*' 
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Moreover, when the national economy has, for one reason or another, 
hecome less flexible, it may take longer to restore a lost equilibrium 
und during the intervening period a larger amount of gold may have 
to be exported. 

We suggest that the Conference should stress the need of intro- 
ducing greater elasticity in the primary cover regulations of Central 
Banks, particularly so as to make the reserves more fully available to 
meet fluctuations in the balance of payments. 

A great advance would be made if legal minimum requirements 
of gold (or of gold and foreign exchange) were substantially lowered 
below the customary 33 or 40 ratio.** Monetary and Economic Conference, 
Draft Annotated Agenda (I^eaguc of Nations), page 15. 


Bank rate of the Central Bank. Open Market 
Operations. 

The bank rate is an important instrument of the Central Bank for 
maintaining internal stability as well as external stability in the value 
of money. 

Open market operations are now being increasingly used by Central 
Banks for credit control and checking undesirable expansion or undue 
•contraction and thus for maintaining stability in business conditions and 
prices. The open market operations of a Central Bank refer to its 
•entering into direct relation with the general market (and not through 
member banks or commercial banks) for selling or buying bills and 
45ecurities with the objects already indicated.** 

**If, therefore, the Bank seeks to reduce the market supplies of 
money, the corrective is to be applied by the sale by the Central Bank 
on its own initiative of bills or securities. The payment for these has 
the effect of reducing the resources of the commercial banks and of 
transferring them to the Central Bank. The process has only to be 
continued until the Bank’s rate^of discount becomes effective, so that 
it is again in a position to dominate the market. These open market 
operations are a most potent weapon ip the hands of a Central Bank; 
for cash to a commercial bank is the base on which an inverted pyramid 
of credit is raised to several times its volume. A diminution of available 
cash supplies, therefore, quickly forces a policy of credit restriction on 
the commercial banks. But it is not only for this purpose that open 
market operations are of importance. The purchase of bills and 
securities, by which the cash of the commercial banks is increased, 
tonus the quickest method by which a Central Bank can of its own 
motion relieve a sudden stringency ix prevent its coming by anticipatory 
action**-— Itlsch and Blkin, Central BaMs, 1930, Third Edition, pp. 108- 
109. 
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.Respective Merits of Beak Rate Me^iod end Opea 
Maritet Operations as regards Credit Control by the Central 
Bank. 

Credit control by the Central Bank’s Open-market Operations for 
maintaining stability of business conditions and prices has an advantage 
over credit control by changes in the bank rate. A rise in the bank rate 
checks undue expansion of credit, but the rise in the rate is a hardship 
to business men who want to borrow money for their business operations. 
Credit control by open-market operation is without this disadvantage — 
’*it is surely better that vagaries in the credit machine should be 
corrected, if it can be done, without inflicting dear money on industry 
and trade, at a time when they have more than enough difficulties ta 
struggle with.** (Withers— Ths Meaning of Money, 1930, page 226). 

The bank-rate method is supposed by some persons to be more 
effective in practice as regards credit control than open-market opera- 
tions. This is its advantage. 

International Co-operation of Central Ehinks. 

International co-operation of Central Banks in credit policy for 
maintaining stability in business conditions and prices and for checking 
undue fluctuations in the purchasing power of gold are highly desirable 
in the interest of every country and the world as a whole. 

“The Conference will no doubt wish to emphasise the great 
importance to be attached to the maintenance of close relationship' 
between Central Banks which will permit them to take account of both 
national and international considerations when framing their policy. 
While the responsibility of each one of them for the measures taken on 
their own markets must be left unimpaired, continuous consultations, 
between them should help to co-ordinate the policy pursued in the 
various centres and may indeed enable the intervention of an individual 
Bank to become more effective if supported from abroad. 

The Bank for International Settlements represents a new agency for 
Central Banks and should be able to play an increasingly importaift part,, 
not only by improving contact but also as an instrument for common 
action. . . . 

. . . We attach great important to this declaration and to the 
pursuance of consultations among Central Banks, particularly with a 
view to achieving the object, as stated in the report of the Gold Delega- 
tion, that action must be based on international understanding and 
co-operation. The prospects of the general restoration of the gold 
standard and of its successful working in the future appear to depend 
in large measure on progress in this field/*— Monetary and Economic 
Conference, Draft Annotated Agenda (I^gue of Nations), page 17. 

“The Central Batiks are accused of failure to ’co-operate* and of 
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insensitiveness to the trend of opinion. Neither of these statements, 
in its baldest form, is in the least true. There has in fact been a great 
.deal of co-operation ; the Kurcpean countries returning to the gold 
standard were assisted to do so by means of stabilization credits ; 
financial reconstruction in Austria, Hungary, and elsewhere was greatly 
helped by special action by the Bank of England; in the winter of 1927 
the Federal Reserve System paid regard to the special needs of Europe ; 
ever since the formation of the Bank for International Settlements the 
leading Central Banks have been in close touch through the monthly 
meetings of the Board; in recent months the Bank for International 
Settlements has advanced huge sums to Germany ; the Bank of England 
came to the assistance of Austria, and both France and the U. S. A. to 
the assistance of Great Britain. Latterly, France and the United States 
have reached an agreement for the purpose of protecting the American 
dollar. It is true that co-operation has been made more difficult by the 
intrusion at times of political elements; ... In other cases, no doubt, 
failure to reach agreement was due to real differences of opinion as to 
the right course of action to pursue or to real short-run differences of 
interest between money markets. But such difficulties as these are 
inevitable and do not justify a general charge of absence of cooperation. 
As regards the influence of public opinion, it is at least arguable that 
the Central Banks have been over-inclined to pay attention to it; . . 

— Gregory, The Gold Standard and its Future, 1932, pp .34-35. 

The Bank fm* International Settlements. 

The Bank for International Settlements was established in May 1930 
for facilitating German reparations payment to the victorious allied 
countries. 

“It was calculated to increase, to some extent, Germany’s capacity 
to pay, and to lielp to improve the efficiency of the reparations 
system .... 

By unifying the existing clumsy, complicated and cumbersome 
reparations organisations, it simplified the whole reparations problem. 

. . A Bank is more suitable than any other organisation to act as 
trustee for the reparations payments. 

It was to be of great help it| the <x>mmercialisation and mobilisation 
of the reparations debt. ... 

It was meant to reduce considerably the political character of the 
reparations problem .... 

It was meant to improve financial relations between former 
belligerents, by the establishment of a permanent link between their 
financial authorities. 

Some of the authors of the scheme hoped that it might prevent a 
fall in the international price level and might thus avert a corresponding 
increase in the burden of reparations and inter-Allied debts”— Einzig, 
The Bank for International Settlements, 1932, Third edition, pp. 34-37. 
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The Bank for International Settlements represents a new instrument 
-which may he usefully employed to increase international co-operation 
among Central Banks “and should be able to play an increasingly 
important part, not only by improving contact, but also as an instru- 
ment for common action.” 

If the nations of the world develop sufficient good sense, goodwill 
and the spirit of international co-operation and if the governments of 
the world sincerely desire to co-operate for mutual benefit, then the 
Bank for International Settlements will be able to play a great and 
increasingly important part in world economic afiairs. Not otherwise. 

“Inadequate co-operation has been one of the main reasons why 
the Bank has so far been unable to satisfy even modest expectations. . . . 
We have seen that the attempt of France to use the Bank as a political 
weapon has led to disagreement and friction. ... So long as genuine 
co-operation is not established the Bank will continue to suffer through 
this limitation of its chances. In fact, the lack of co-operation may 
even jeopardise its very existence. 

The hopes attached to the advantages of personal intercourse 
established between central banks through the Bank for International 
Settlements have not materialised. 

Those who hoped that tlie Bank would be able to bring about more 
equal distribution of gold, or at least to check the farther accentuation 
of the maldistribution, have also been disappointed by events. As we 
pointed out above, the mere existence of the Bank could not bring 
about international financial co-operation, without which the scramble 
for gold could not be checked. Had the principal Governments con- 
cerned come to terms as to the basis of a genuine co-operation, the 
Bank would have provided an excellent channel through which the 
surplus gold of certain countries could have found its way to countries 
whose gold reserve was inadequate .... 

For similar reasons it would be unreasonable to blame the Bank for 
having failed to arrest the fall of world prices. Indeed, at its early 
stage of development it would have been impossible even to attempt to 
influence world prices .... The Bank provides a unique organisation 
for influencing world prices, provided that agreement is established as 
to the policy to be pursued, and that those in possession of surplus 
gold would to that end place their surplus at its disposal.” — ^Einzig, 
The Bank for Internation Settlements, 1932, Third edition, pp. 130, 132, 
133 - 


THE BANKING SYSTEMS OF DIFFERENT 
COUNTRIES. 

(1) The Banking System of En^^and. 

Bngload has got a central bank, the Bank of England, 
which is the centre of the English banking astern. 
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The Bank of En^^d. 

(A) Its origin. 

The Bank was founded in 1694 to finance William the 
Third's government. It is the earliest and most celebrated of 
the great modern public banks and has had a long and illustri- 
ous history. 

‘^At the present day it still remains the most famous and 
from many points of view, the most original bank in the world 

the development of the Bank is in no way different 

from the evolution and completion of all other social and 
political institutions in England. . . . And on these foundations 
the buildings themselves have been practically raised, curious 
in form, no doubt, and irregular but remarkable in their solidity, 
imposing in their appearance and excellent in their practical 
working."* 

Its organization. 

The organization of the bank is regulated largely by Peel's 
Bank Charter Act of 1844 and partly by customary usages and 
traditions. A striking and peculiar feature of the bank brought 
about by Peel's Act is the complete separation of the note issue 
and the hanking departments — ^the issue department issues notes 
and the banking department manages the banking business and 
deposits but has absolutely no control over note issue. 

The Bank is governed by a body of directors ; and the 
directors though practically self-elected have maintained the 
high prestige of the bank and its predominant influence by the 
lofty standard of character and conduct observed by them. 

The Bank Charter Act of 1844. 

(1) What led to the passing of the Act. 

In the early days of banking in England, many banks issued notea 
not secured by a proper reserve of metal, and this frequently led to> 
disaster. The notes of some of these banks came to be worth only the 
paper they were printed upon; and so there arose a strong demand 


• Andteades-^ks Bank of England. 
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for a note issue in which the note would be a bullion certificate, each 
pound of note being secured by a pound of metallic reserve. 

The Bank Charter Act of 1844 embodying the currency principle 
was passed by Peel to make the note issue perfectly secure. The note 
was made practically a bullion certificate. 

(2) The provisions of the Act. 

The principal features of the Act of 1844 are the following : 

(i) The Bank of Kngland is allowed to issue notes up to a limit 
of fourteen million (£1/^ millions) on the strength of securities without 
any specie basis; for all notes above this amount, the Bank must have 
specie reserve of £i for each pound of note issue. The note issue is 
thus made thoroughly safe. 

(li) The issue department and the bankinjf department of the 
of Kngland are cofnpletely separated. The issue department is to issue 
notes; and the banking department is to do banking business and to 
manage deposits without having anything to do with note issue. 

(iii) Another provision aims at preventing any increase of note 
issue of joiiit-btock and private banks be>ond the average at the time 
of the passing of the Act. The object of the Act is to make the Bank 
of Kngland ultimately the sole bank of issue 

(3) Tbe merits and defects of the Act. 

The Bank Charter Act has given Bngland a perfectly secure note 
issue and this is undoubtedly a great advantage. 

The Act has however its defects, (a) In ordinary times the note 
issue IS inelastic, (b) In a time of crisis, tlie Act is unworkable and 
It has to be suspended. 

The Act has been suspended in 1847, 1857, in 1866, and virtually 
again on the breaking out of the last Great War. The suspension of 
the Act enables the issue department of the Bank to issue notes without 
keeping a corresponding reserve of metal ; and the banking department, 
with the supply of emergency currency made available in this way, is 
able to allay panic in the time of crisis. The members of the business 
public know that they will be able to get if necessary emergency 
currency from the Bank of England if they can offer good security •nd 
so confidence is restored and the panic is stopped. 

Its Functions. 

The functions of the Bank of Eng land ^re many and 
important and they make it the Neatest public bank of the 
modem world. 

lUaS ft, of the notes 

which m theory is destinedto become complete m some future 
time. (The limit of uncovered note issue laid down by the 
Bank Charter Act at^z^nnCR^^has been gra^ally raised til|!* 
ii — 10 



X46 


OUTLINES OF ECONOMICS 


in amounted to about eighteen and a ^alf millions. 

In 1928, the limit of uncovered iss ue wasratseoTtoadomil^n 
Refer to page 152/ Motes above this hlBlt ure IBSU^ 
under the currency principle and are secured by a full reserve 
of metal). 

(2) The Banking Department (which is completely 
separated from the Issue Department) is a pure bank of deposit, 
the most important bank of deposit in the modern business 
world, and it is the cen tr e^ of a vast system of di)Osit bankinj^. 

The Banking Department in addition to other deposits 
keeps a portion of the deposits of banks. And so it has to keep 
the reserve uxx>n which nth^r in tiittfi IliiingerV 

the reserve wTifch* the business community rega rds of Ih^ sH^p^rt 
sof the entire hanking system of the country. 

The Bank of England thus looks after the banking safety 
of the whole country. 

(3) The Bank of England by manipulating 

count controls tp s o me e x tent the ^ market rate of jiiscount 
air over England. * " 

( 4 ) By raising and lowering the rate of discount, it controls 
the movement of specie from country to country and maintain s 
the central gold reserve fot the ^ n^lish money mar kel. liiow 
the rate of discount is used to protect the central gold reserve 
— this is described in the chapter on the Foreign Exchanges). 

(5) London is the clearing house of the world, and the 
centre of the London money-market (with its great system of 
joint-stock and private banks) is the Bank of England ; so we 
may regard the Bank of England as the centre of the world's 
finance. 

(6) It keeps the balances of the British Government, which 
has no other public treasury and manages its finance. It keeps 
the registry of the English public dept and is charged with the 
duty of paying the interest on this debt. 

A semi-public character thus attaches to the bank though 
it is a private shareholders' bank and not a government insti- 
tution. 

To sum up. 

The Bank of England is a great bank of issue, deposit and 
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discount ; it is also the English bankers* bank, being the centre 
and regulator of the entire English banking system and money 
market ; and at the same time it pla}rs a vety important part in 
the world’s finance. Nor must we forget to mention that the 
Sank is the fiscal agent of the British government^ 

Sonae critieisnas of the Bank of England. 

Critics have noticed some defects in the Bank of England. 

The note issue is inelastic; and the gold reserve of the BSnk in 
view of the great demands (home and foreign) on it should be streng* 
thened. 'By separating the Bank into two departments the Bank 
Charter Act tends to increase the fluctuations in the Bank Rate. The 
same result follows from the clause obliging the Bank to buy all the 
gold offered to it ... . The administration of the Bank is, it is 
alleged, somewhat too costly, and its management might with advantage 
be more permanent.** (Andreades — The Bank of England). 

"The elasticity of the English system which works with the Bank 
as its centre is the envy of the world and any alteration, however 
alight, in so delicate a machine as a credit system, might have effects 
which were not at all intended** (Withers— 7'hs Meaning of Money). 

The Bank of England is not perfection; like all human institutions, 
it has its drawbacks, but it does its work well on the whole. 

The Cunliffe Report (1918). 

The Cunliffe Committee was appointed to inquire into various 
problems in connection with currency and the foreign exchanges during 
the period of reconstruction and also to consider the working of the 
Bank Act of ZB44 and the constitution and functions of the Bank of 
England with a view to recommending any alterations which may appear 
to them to be necessary or desirable. 

The Committee in its first interim report (1918) 'practically recom^ 
mended that the Bank Charter Act of 1844 should be restored to full 
working order with very slight modifications to suit the altered cpndi- 
tions.* It proceeded to recommend that the Act should be so modified 
as to make provision for the issue of emergency currency in times of 
acute difficulty, and it came to the conclusion that the provisions of 
the Currency and Bank Notes Act of 1914 should be continued in force, 
under which the Bank of England may, with the consent of the 
'Treasury, temporarily issue notes in excess of the legal limit. 

The Cunliffe Report rejected the Holden Plan of a note issue based 
on bills of exchange with a certain proportion of gold (one-third in 
Sir Edward Holden’s view) which proportion again is reducible on 
payment of a tax : and it rejected also the proposal for amalgamating 
-the two departments of the Bank of England <m the ground that such 
4imalgamation would lead to the state control of banking credit thue 
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hamperiag "the elaeticity and efficiency with which the banks are 
to meet &e requirements <d industry." 


The Eni^idi Money Market. 


(a) Aitfiyatiiliii MVfMiMm* 

Mon^y in the money market means * horrowable capital/ 
ihomcMyliCaSikVt ulhe place where ' money 'ti "Sorrowed r 
and the business of the money -market consists (i) in lending 
money now for the promise of money some day (ii) and also» 
giving money here for money in another country through 
foreign exchange operatii^ns. 

Business men borrow in the money market for their business, 
undertakings. The rate of interest charged is called the prices 
of money. _j . * 


In pre-war England the gold sovereign is unlimited legal 
tender, silver is legal tender up to £2 and bronze coins up to 
one shilling only. The Bank note is both cash and credit — 
it is cash for it is convertible into gold and it is credit because 
it is a promise to pay on the part of the bank. Like the bank- 
note, the cheque is also cash and credit. A cheque is simply 
one class of bill of exchange — ^there are other classes, viz. 
ordinary inland bills and also foreign bills of exchange. These 
are the principal forms of cash and credit in the money market. 

fThe London money market has a twofold responsibility, 
natio nal and internati onal — (i) it has to supply credit and 
currency to its customers in England ; (2) it has to meet foreign 
bills and drafts on London from all countries of the world and 
it has to meet these bills and drafts in gold on demand J 

The London money market includes (i) the ch eque-paying 
banks, (ii) bill brokers and discount Jitttses, (iHyacc^ing 


the most important part ; they create the cheque currency with 
which English commerce and finance is mainly conducted, they 
also largely control the price of money (the rate of interest) for* 
ilay-to-day loans, and alsoHhe discount rates for bills of all: 
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dates. The bill brokers are retail dealers in bills of exchange ; 
and the discount houses are dealers in bills on a large scale and 
are to a great extent permanent holders of bills. Foreign pro- 
ducers who export goods to England and draw bills have their 
bills accepted by the accepting houses ; and these accepting 
houses by lending their signatures and hall mark to these bills 
give them currency for the purposes of the Ivondon money 
market. The Banks are also acceptors. And the centre of the 
whole system is the Bank of England. • 

(d) The Bank Rate, How the Bank of England makes j 

the rate j 

The Bank rate is the official minimum rate at which the 
Bank of England v/ill disount bills The bank rate is 
ordinarily higher than the market rate of discount charged by 
other banks in the money market ; and ordinarily it does not 
control the market rate but when the foreign exchanges turn 
against England and gold is exported in large quantities, the 
Bank of England takes steps to control the market rate and 
stop the drain of gold. 

t/.g r/iig effective, the Bank of England 
of te ft has to borrow money that tf dITes not want, because the 
market suppl5^7Jf*trione3r"being abimdartt, it knows that bankers 
and brokers will continue to discount bills at rates which will 
keep the foreign exchanges against England, unless a curtail- 
ment of the supply of money is carried out. 

The amount that the Bank of England borrows, cancels so 
much of its liability under deposits in other words reduces 
the balances of other banks, and so narrows the basis of credit, 
makes money dear, brings the market rate of discount into^some 
connection with the official rate, influences the foreign exdiattges 
and increases the probability that gold will be sent to London, 
o r that gold will not be taken*B!fr elnrcOT. By this roukd-about 
jiank finally wmves li£ its object Protecting or 
increastn^i^ *ri!si 

(e) TKa con verRlnlitv of Enflish money. The gold reserve. 

In consists either 

" of gold or of pa^er {i.e.. Bank notes and cheques) that can be^ 
immediately convert^ into gold— ^ 'the essential and distinctive 
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feature of English money is its unquestioned convertibility’ ' 
(Withers), In pre-war Europe, th is immediate and unquestioned 
c onvertibili ty is found only in England and not in Frant^ 
Germany or "any other country, atlU" of 'ffie^^iHcipal 
reasons as to why London is the centr|^fjjhe^Qr^ ’s. — 

ftrXondon gold is alwa^^ to be MQ^Lonaon^sme^^o^^ free 
market for gold in pre-war Europe, 

As compared with its vast responsibilities in connection with 
the money market of England and also with the world’s finance, 
Londdn’s gold reserve is insufficient. Bagehot (Lombard Street) 
drew attention to this sometime ago, and more recently Mr. 
Hartley Withers in his remarkable book with a felicitous title 
“The Meaning of Money.” 

The War imposed a gieat strain on the English money 
market, and London for a time ceased to be a free market 
for gold and the convertibility of English money was impaired. 

The War is over. The maintenance of London as the 
financial centre of the world is of high importance to- 
Britain — and for this the restoration of an effective gold 
standard (practically abandoned by Great Britain dunng 
the War) is wanted, and there should be no restrictions in 
London on the legitimate operations of foreign banks which are 
entitled to their proper share in the world’s money market. 

And the gold standard in Britain was restor^ in 1925. 
Refer to page 152. 

Since September 20, 1931, Britain has no longer a gold 
standard ; it has an inconvertible paper standard — the sterling 
standard (the inconvertible paper pound sterling being now the 
standard of value). 

I. Some important features of the Englbh banking: 
system. 

The Bank of England is the centre of a vast system of banking 
including the large joint-stock deposit banks, the country banks, the 
country branches of the London banks, etc. Some striking features, 
of the English banking system are the follo^ng : 

(1) The inelasticity of the note issue (issued under the currency 
principle). 

(2) The immense development of deposit banking and the large 
use of cheques, (English business men have found compen^tion for 
the inelastic note issue in the development of a highly elastic cheque 
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currency^ among them). Snch a considerable use of deposits and 
cheques is not found in France and Germany. 

(3) The central and dominating position occupied by the Bank of 
England in the English banking system. 

. (4) The English banking system is adequate as regards the provi- 
sion of normal short-credits to industry and their distribution; but it 
has not satisfactory arrangements as regards the provision of long- 
dated capital. (Refer to the Macmillan Committee Report, pages 169-174.) 

Amalgamation in Eng^h Banking. Branch Banking. 

A recent prominent feature of English banking is the tendency 
towards concentration in the hands of a few very large banking 
institutions with very large capital and immense deposits. 

At the same time the live largest banks of England (known as 
**the Big Five**) have enormously extended the system of branch 
banking, having established branches in almost all important towns. 

English banks are extending their activities to Scotland and 
Ireland; and the larger British banks have established branches also 
in important European towns. z 

The amalgamation of English banks has been carried out in two 
ways ; 

(i) The old type of amalgamation, under which local banks were 
absorbed by larger and more widely spread joint-stock banks. 

(ii) The new type of amalgamation, under which the larger British 
joint-stock banks were amalgamated, to a great extent during 1918-20^ 
and resulting in the establishment of the Big Five, the five biggest 
British banks which are also practically the largest banking organiza- 
tions in the world with enormous resources in capital and deposit cmd 
offering great facilities to their numerous customers. 

Same arguments for amalgamation: 

(1) Larger banks have larger resources and can give more 
adequate help in the form of more substantial advances to merchants 
and manufacturers, thus stimulating the trade and industries of the 
country. 

(2) Large organizations make for greater economy, efficiency and 
uniformity. 

(3) Amalgamation has concentrated the control of banking in a 
few hands, and this makes banking control easier in normal times and 
also in a time of crisis like a great war. 

Same arguments against amalgamation: 

(1) The fear of monopoly. 

When a few b^ks control the banking resources of a country, it 
is feared that the money power may be used as a monopoly and in a 
way injurious to the national interest. 

(2) Decrease of competition. 

Amalgamation has resulted in a decrease of competition am^ng^ 
English banks and this is a disadvantage for the customers of the banks. 
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(3) The great concentration of banking control brought about by 
amalgamation may result in* over-expansion, thus reducing efficiency, 
and financial stability. 



M^errtttier War" started, Attain passed the Currency and Banj;,J|j[otes 
Act *^^^ 914, and under the Act the O ov e iBHient ' mS* able fo I ssue va st 
qualiWtJT'Of Inconvertible paper money viz. Treasury notes. 

Britain was niJw pt-actfcalli^ on the inconvertible paper stand ard. 
In r^Slfty the gold sbanctard *“w as '"abandoned, as the notfes '^ (Ttfeasury 
notes and also Bank of England notes) ceased to be convertible intojgold. 

^ TTie Goid^ S tandirril Art.pliagS. 

llie War was over 111 1918. After some years, and when it was 
thought that Britain had sufficiently recovered her economic strength, 
in 1925 Britain restoied^^ of. JthiiriSgli 

bullion Standard. 

“ the Gold Standard Act of 1925, the right to convert Bank of 

England notes into gold, which had been suspended after the War, was 
restored in a modified form Conversion into sovereigns was not given 
back to holders of bank-notes, because the country clearly could not 
afford the luxurj of a gold circulation; though in piactice the Bank 
does give sovereigns tor its notes at its discretion. But it is obliged 
by the law to sell gold bullion to anyone who pays for it in legal tender 
(which in this cassc means bank-notes), at £2^ 17s. loy^d. per ounce 
standard, but only in bars containing appro''fffBWrt;f""^0?r^^ ounces.*' 
— Hartley’ Withers, I'he Meaning of Money, 1930, pages 25-26. 


The Currency and Bank Notes Act of 1928. 



The Currency and Bank ^Jotes Act of i928 proviaed for th e fusion 
of the Tfeasury notes -a goveVf rm€ri» 

Bank of England’s note issue and Itlietr replacement by the" BffiSof 
. HBgBKrar anTib5. notes. ^ FuhhVf tftfc 'Act of 1928- p o^ga m ' FT &e. 
Benlf’^^'England may issue notes against securities to a limit of 260 
million pounds— the fiduciary issue of the Bank of England is thus 
raised to 260 million pounds, and every Bank of England note above 
this limit must be secured by an equal gold reserve. 

f jtX b* Macm ilUin Rmort. 1931. . 

**^'flH?TraHROTnian Report mai 
on the aa8fifiSpfi^*t6ar*T^ 
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standard and the international gold standard wouhj, to function. 

7I1U1 sagiuiv vMiP'iVl'WjlUU lU fiullaUKnt'*’ 1 ff*'J^e 1931. Br ffam*' was 

» Septemher 1931. ^ 

Refer to the Report for (a) General characteriaiics of Monetary 
Systems; (b) The International Gold Standard; (c) The Monetary 
.System oi Great Britain ; (d) The Special problems of Great Britain. 

Also as regards Conclusions and Recommendations refer to 

(a) The Main Objectives of the Monetary System. 

(1) The Gold Standard. 

(2) The International Price level. 

(3) International Currency ^latiagenient. 

(4) Domestic Currency Management. 

(b) Also proposals relating to English Domestic Monetary Policy. 

The Macmill an Com mitjggtjg^pgg:i> recommend s (i) th at Parliament 

should give- the' WWlir 3 P**Eti^nd power to issue to a limit of 

;£40o,ooo,ooo, this figure being subject to modification 1>> law from time 
to time. Provision should also be made for additional temporary 
altSHcity. (ii) That the Bank of England should by law not be 
permitted ttf" allow its gold reserve to fall below (sa>) ;C75,ooo,ouo, 
except temporarily .... In proposing this figure as a statutory 
minimum the report does not contemplate that the Bank of England 
would actually allow its gold to fall so low in any ordinary circum- 
stances. 

To quote the report, **we should add at once, to prevent mis- 
understanding, that we are iiotHn-^airotfr'or'V'VecTucfioii Mn Batik 
o£...Englatid^' normal sitock of gold. So far from this being the case, 

iieeuiirilltnd"^ in para. 354 below that the Bank’s nomfal holdings of 
gehi-'or'tts eqtrfvaltfnt in foreign exchange should nr view of the hn^ge * 
liability of London as an international 1 aiiking centre, be larger than 
they have been in recent years. Wliat we envisage therefore in the 
future is a Bank of England with both increased resources and greater 
freedom. It is necessary, however, to say that freedom and willing- 
ness if occasion requires, to export gold in considerable amounts 
presupposes power also^to draw it back from abroad in case of need. 
This again presupposes that this country maintains a sound position 
in respect both to its Govemmcntifinances and its !)alauce of payments” 

— Mjjgjnfltoii Committee Report, 1931, pages 142-1^3* 

Thereport also recommends that the separation of the Issue and 
the Banking Departments of the Bank of England should be abolished. 

^ September 20. 1931. 

was compelled to abandon the gold ^ 
sterling standard — ^an inconvertible . 
paper standard with monetary circulation consisting chiefly of paper 
money and this paper money is not convertible into gold. 


^standard. Britain is now on the 
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BANK OF ENGI/AND. 


Return for the week ending on Wednesday, the ist day of July, 1908. 


Issue Department. 



£• 

£. 

Notes 

Issued ... 551484,385 Government Debt ... 

lT,OtS,I<X> 

• 

Other Securities 

7.434.900 


Gold Coin & Bullion 
Silver Bullion 

37.034.385 


Total ... 55.484.38s 

Total ., 

• 55484.385 

Dated the snd day of July, 1908. 





Banking Department. 







£. 

Proprietors’ Capital 

14.553.000 

Government Securi- 


Rest 

3.214.385 

ties 

... 

i 5 ,* 31.766 

Public Deposits : — 


Other Securities 

36.347.819 

(including Ex- 


Notes 

... 

25.508,120 

chequer, Savings 
Banks, Commis- 


Gold and 

Silver Coin 

i, 573 ,oo& 

sioners of National 
Debt, and Dividend 

\ 

m 



Accounts) 

9,648,021 




Other Deposits 
Seven-Day and othei 

51,197,083 




Bills 

48,244 




Total ... 

78,660,713 


Total ... 

78,660,713 
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BANK OF ENGLAND. 


Return for week ended Wednesday, July 22, 1933, 


1mu« Departmaat. 


Notes Issued : — £, 

In Circulation ... 378,471,340 

In Banking Depart- 
ment ... ... 71,223,631 


449.691,971 


Government Debt ... 11,015,100 
Other Government 
Securities ... 243,818,520 

Other Securities ... 1,5*4,152 

Silver Coin ... ... 3,642,228 

Amount of Fiduciary 
Issue ... ... 260,000,000 

Gold Coin and Bullion 189,694,971 


449,691,971 


Banking Department. 


Proprietors* Capital 14,553,000 

Rest 3,510,833 

Public Deposits* ... 16,840,467 
Other Deposits : — 

C 

Bankers 95,958,793 
Other Ac- 
counts 56,334,293 

152,293,086 

7-day and other Bills 1,694 


Government Securi- 
ties 87,055,963 

Other Securities : — 

Discounts 
and Ad- 
vances 15,099,677 
Securities 12,545,418 

27,645,095 

Notes ... ... 71,223,631 

Gold and Silver Coin 1,274,394 


;£i87"i99,o 83 i;i87, 199,083 

The Bank return of the Bank of England is a balance-sheet of a 
kind and it gives the assets and the liabilities of the Bank as regards its 
(a) Issue Departments, (b) Banking Department, The Bank of England 
is divided into these two departments; and they have not' yet been 
combined, though the amalgamation has been recommended by the 
Macmillan Report. 


* Including Exchequer, Savings Banks, Commissioners of National 
Debt and Dimend Accounts. 
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The Pre-War Bank Retuni. 

The Issue Department. 

In the Bank Return of the pre-War time, we notice as regards the 
Issue Department, the liabilities consist of the notes issued. On the 
assets side there is the Government Debt and Other Securities, totalling 
little more than 18 inilHoiis and forming the Fixed Fiduciary Reserve. 
The rest of the assets consi.sts of gold coin and bullion providing 
100 p.c. reserve against all nrjtcs in addition to the fiduciary note issue 
(the •fiduciary note issue is based upon the Fixed Fiduciary Reserve). 

The Banking Department. 

As regards the banking department the liabilities include : * 

(1) Proprietors* Capital. 

(3) Rest, consisting of accumulated undivided profits of past 
years and also the undivided profits of the current year 
which will be available for distribution to shareholders as 
profits for the current year, jt 

Proprietors* Capital as well as the Rest belong to the shareholders 
who arc the jiroprietors of the Bank. They are liabilities of the Bank 
to its own proprietors and so they are liabilities in a book-keeping sense 
only . 

The Bank’s leal liabtliiies to outsiders consist of (3) th^ Public 
Deposits, (4) the Other Deposits against which the Bank must provide 
adequate reserves. The Public Deposits are the balances of the various 
departments of the British Government which are held and managed 
by the Bank as the Banker of the British Government. These Public 
Deposits swell in the seasons when the Government is gathering much 
revenue, and they dwindle much when the Government is making large 
payments in connection with interest on war-loans and “ other Govern- 
ment stocks etc. The Other Deposits include (a) the deposits kept with 
the Bank of England by the Commercial Banks and used by them as 
cash reserves on the basis of which they create credit, also (b) the 
balances of all the Bank’s\ depositing customers except the British 
Government and the Commercial Banks. But (a) and (b) are not shown 
separately in the pre-War Bank Return; they are separated in the new 
form of the Bank Return, and this is a great improvement. 

The Seven-Day and other Bills form an item of minor importance. 

In the pre-War period, the Bank of England, as against its 
liabiUties in connection witii Public Deposits and Other Deposits, kept 
on the assets side a forty to fifty per cent cash reserve consisting of 
notes, gold and silver coins. The notes were convertible into gold on 
presentation to the Issue Department and were as good as g<fid, and 
were thus included in the cash reserve. Such a. large cash reserve was 
maintained, because the Bank of England was the Central Bank of the 

‘‘ r 
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country looking primarily to the public interest and safeguarding the 
banking and financial system of the whole country. The banks, keeping 
portions of their reserve with the Bank of England, depended upon it 
for support in times of difficulty and panic, and the Bank of England 
also held the central gold reserve for tlie whole country. Moreover, 
Ivondon was the world’s international banking centre. The Bank of 
England was in a viay thus the centre of the world’s financial system. 

The new form of the Bank Return with its improvements.^ 

The new form .of the Bank Return with its improvementsb was 
introduced in November, 1928. 

(1) The Issue Depattment. 

On the liabiUttes side we find that the notes issued are divided in 
the new form of return into notes issued (a) in circulation, (b) in bank- 
ing department. There is also a very large increase in the notes issued 
as compared with pre-War conditions. In pre-War England sovereigns 
circulated to an important extent; but in England to-day, cash used by 
the public consists very largely of Bank of England notes. 

On the assets side we finclfHfiat the amount of the Fiduciary Reserve 
has increased to £e 6 o millions and the fiduciary note issue based upon 
this Fiduciary Reserve amounts to the same figure. This increase in the 
Fiduciary Issue was brought about in igsS, when the treasury notes, 
issued by the British Government in War time, were amalgamated 
V^ith tlie Bank of England note-issue. As the fiduciary note circulation 
is now much larger than it was in pre-War time, the Fiduciary Reserve 
has been strengthened by the addition of some non-govcrimient 
securities. 

Silver is now an item on the assets side; it was not so in tlie pre- 
War Bank Return. 

The notes' of the Bank of England are secured b\ gold coin and 
bullion and partly by the large Fiduciary Reserve consisting of Govern- 
ment Debt, Other Government Securities, Other Securities and Silver 
Coin — ^but the real security lies in the fact that the notes have been 
issued by the Bank of England which will be supported in case of 
necessity by the British Government. * 

(2) The Banking Department. 

The improved form of the Bank Return gives important new 
information through the sub-division of the Other Deposits on the 
liabilities side and Other Securities on the assets side. 

The sub-division of the Other Deposits into (a) Bankers’ Deposits, 
lb) Other Accounts brings cleanly to view the Bankers’ Deposits which 
are treated as Cash R^erve by the Commercial Banks and on the basis 
of which they create "credit. So we get a definite idea of the basia 
available for the creation of credit, and this throws much and needed. 
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light on the position of the English money market as a whole. The 
Other Accounts include the balances of all the Bank's depositing 
customers^ except the British Government and the commercial banks. 

The sub-division of the Other Securities may not reveal much to 
a man uninstructed in such matters. 

The Reserve in the Banking Department consisting chiefly of notes 
with a small proportion of gold and silver coin, is ''the observed of all 
observers'* in the English Money Market. The proportion of the Reserve 
to the Public and Other Deposits is a matter of high interest and 
practical importance to the component elements of the money market 
and tb the money market as a whole. It indicates the credit position, 
also the immediate prospect of credit expansion or contraction. 

International Banking Centres. London as the pre-war 
World’s Money Market Centre and Causes. 

For many years and till the breaking out of the world-war, 
London was the world's money market centre. Merchants all 
over the world used London and London banks for making 
a great part of the payments in connection with international 
trade as between different countries. Bills on Paris were not 
always immediately, unquestionably convertible into gold. For 
the Central Bank of France had the legal right to meet demands 
on it in silver and not in gold. Bills on Berlin were not always 
immediately unquestionably convertible into gold. For the 
German banks had much of their resources engaged in 
industrial banking and in the industrial development of the 
country. In the United States under pre-war conditions during 
times of panic, gold was not available in sufficient quantities, 
neither for internal use nor for international payments. 

I Bills on London (hut not on any other centre) were imme- 
diately and unquestionably convertible into gold. Again the 
vast exports of England created a vast demand for bills on 
London, and so these bills were always more saleable than other 
bills and on more advantageous terms. So business men of 
all countries preferred to get their payment by bills on London 
which had thus become the currency of international commerce 
— Chinese merchants exporting silk to America and American 
merchants exporting cotton to Russia, they all* liked to have 
their payments through bills on London which thus became the 
financial centre of the world.” 
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The Rite of New York end Paris at Intematioiial 
Banking Centres. 

During and after the Great World War, the United States 
of America have grown greatly in wealth and financial resources. 
There has been large improvement also in the economic and 
financial position of France. Now New York and Paris have 
become international banking centres. In these circumstances, 
will London be able to retain her leadership as the world’s 
banking centre? ' ’ 

“Before the war, London was incontestably the world's financial 
centre. Since the war, however, both New York and Paris have set 
to themselves the task of acquiring this much-coveted position. New 
York's endeavour was the result of the accumulation of surplus 
resources, which had to be reinvested abroad. In Paris the desire to 
attain supremacy was a natural reaction after the humiliating experiences 
during the years when French currency was at the mercy of inter- 
national finance. 

“Paris has proved to be a less considerate rival of London than 
was New York .... 

The apparently uncompromising attitude of France is easily under- 
stood if we consider that she had to restore her financial stability without 
external assistance 

It is perfectly legitimate for a great nation to endeavour to 
strengthen her position in the field of international finance. As French 
savings continue to increase rapidly, and the trade balance (including 
invisible items) is steadily favourable, it is only natural that Paris 
should rise to a position of importance as an international financier. 
But this end can equally will be attained by co-operation. . . . 

The conclusion is reached that the latter has certain fundamental 
advantages which will, in the long run, prevail over the superiority of 
New York's inherent financial strength, or of Paris’s liquid resources. 

It is not surprising to see three centres at the same time claiming 
to have attained supremacy; one of them on the basis of its unequalled 
technical equipment; the second on the basis of the magnitude of its 
capital resources; and the third on account of the magnitude of its 
liquid external reserves"— Binzig, The Fight for Financial Supremacy, 
193I1 pages 5 — 11 . 

London's superiority lies in the technical excellexice of its money 
market for international banking operations; New York's strength lies 
in the great volume of its capi& resources; and Paris's importance is 
to be found in the magnitude of its liquid external reserves. The 
chances are that in future London will have to share with Paris and 
New York its position as the world's international banking centre. 
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The great knowledge and experience of. the Kuglish bankers as> 
regards international banking operations and also their fine snatained 
courage in handling such transactions with adequate skill and judgment 
are strong assets of the London money-market. 

The eminent British economist, Sir Josiah Stamp, thinks that these 
are sufficient to enable London to continue to be the world’s chief 
international banking centre, though London has abandoned the Gold 
Standard. 

“It is business which, as I say, requires great knowledge, and, to 
use colloquial slang, it also requires “guts.** In certain money markets 
there is neither knowledge nor guts, for it is no good being extremely 
courageous one day and taking a lot of business, and then a few days 
later getting frightened by something, and trying to sell the bills and 
bonds at a huge discount. That is not the way to secure a world 
position in ‘ this kind of business. So, unless sterling remains very 
unreliable for a long period, long enough for other people to acquire the 
knowledge and calmness and equanimity necessary for such business, 
sterling will remain the chief currency of the w'orld. It may fluctuate 
over long periods as it has done in the past without harm, and it will 
be only short-period fluctuations that will damage it. The City of 
London is not a mere machine grinding out money in a manner whicli 
is mysterious to many of us, but it is taking a commanding part in 
feednig onr great population, and tliis matter of international finance 
is not one to which you and I can be indifierent** — Sir Josiah Stamp, 
Halley Stewart Lecture 1931, The World's Economic Crisis, 1932, 
Second Kditioii, p. 67. 


II. The Banking System of France. 

(I) The Bank of France is the Central Bank of the French system. 

(1) This bank has a monopoly of note issue. The French pre-war 
system has a maximum limit of issue {viz., 1800 million francs, originally 
fixed in 1870, and increased subsequently), without any other regula- 
tions. The metallic reserve kept in practice amounts to ji or more of 
the note issue ; and the reserve is kept so large partly to make the bank 
of impregnable economic strength and partly on the political ground of 
having a large reserve of gold useful in a political crisis, like war etc. 

The note issue of the Bank of France is fairly elastic, increasing 
and decreasing according to changes in demand for it. 

(ii) The Bank of France is mainly a bankers* hank lending to> 
bankers who, in their turn, lend to the commercial public. 

(2) The Bank of France though a private institution is the fiscal! 
agent of the government, it keeps the public funds and manages the 
public debt. 

(3) The use of cheques is much less developed in France than iia 
England and is coined chiefly to Paris and a few other large centrea/ 
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(4) The French benlce beiti^ legtiicted horn iaeidng notee and there 
being also comparatively little nae of ^eque9» Ftench bankets are less 
enterprising than bankers in England and in the United States. 

France tune followa the proportional reserve ayatem*— **the reserve^ 
ccmaisting solely of gold bnllion and gold coins most be equal to 
35 per cent, of the volume of circulating bank notes and liabilities on. 
current account.** 

ID. TIm Banking Syitam of GarmaiiF. 

A brief account of the German Banking System before the War 
is given below : * 

(i> In the German Empire, the central bank is the Imperjar Bank 
or Reichsbonk; and this though modelled upon the Bank of England! 
has improved upon its model in certain respects, specially as regards- 
note issue and financing the industrial development of the country. 

(1) The Reichsbank posscMes practically a monopoly of note issue. 
It may issue notes dp to 550 million marks without covering thenx 
by cash. 

* The note issue of the Reichsbank is an improvement upon that of 
the Bank of England, because it is more elastic. The elasticity is 
secured by allowing the Reichsbank to issue fiduciary notes in eacess 
of the limit on payment of a tax of $ p.c. 

(ii) The Imperial Bank supplies a foundation not only for the 
circulating medium but also for the structure of industrial credit. 

(iii) The Imperial Bank like other public banks (Bank of England^ 
Bank of France, etc.) is managed with a view to public interest rather 
than the private gain of shareholders. 

(2) Some of the great German banks do the business of ordinary 
commercial banks and they also do investing business in Germany and 
abroad. The German banks are efficient and enterprising. 

(3) The use of deposits and cheques in Germany though more 
developed than in France, is still behind that of England. 

The excessive issue of inconvertible paper money in Germany 
during and after the War brought about an enormous depreciation 
in the value pf German paper money (mark note)— and in August Z934» 
the German paper mark fell to about a two-millionth of its pre-war 
value in sterling, being quoted at forty million marks to the pound. 

* During the war, a school of economic thought has arisen in 
Germany with Prof. Diefmann as its leading figure, and Liefmaiin 
maintains that notes require no gold cover, that notes can be issued on 
the security of good commercial bills and that notes can be well covered 
by **staple raw materials of which it would be well to have considerable 
stocks laid up in eaie war broke out e.g., copper, nickel, cotton, and 
so forth.** 


II— II 
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IV. The Banking Syatem of the Uniled Staitot. 

The United States before 1913. 

In the United States before 1913 there is no central bank; banking 
is decentraUsed both as regards note issue and also to a considerable 
oxtent as regards deposit. 

(1) The government paper currency (greenbacks and gold certifi- 
cates taken together) is in part a fiduciary issue and in part based on 
a large gold reserve. 

The rest of the note issue in the United States is practically by 
national banks, about 7,600 in number. The national banks are allowed 
to issfte notes on depositing Government bonds of equivalent value, as 
security at the United States Treasury and also every bank has to keep 
at the Treasury a cash reserve of 5 p.c. of the note issue for securing 
the convertibility of notes on demand. National bank notes are thus 
perfectly secure and the note-h<^ders are very completely protected. 

(2) A very important feature of the American system is the great 
development of deposit banking and the large use of cheques. 

The rules laid down by the state for the protection of depositors 
are of a very systematic character. The banks are divided into three 
classes : (a) banks of the three central reserve cities, New York, Chi^go 
and St. l^uis, (b) banks of reserve cities, (c) country banks; and ^ch 
class has to keep a prescribed proportion of cash reserve for the protec- 
tion of depositors. 

The country banks are allowed to keep a portion of their reserve 
in banks of the first and the second groups ; tod the banks of the second 
group are allowed to keep a portion of their reserve in banks of the 
first group. 

The United States has thus got a partially centralised reserve 
system — the reserve banks of New York hold partially the same central 
position as the Bank of England as regards the keeping of the ultimate 
flanking reserve of the country. This leads to economy in the use of 
mone3'. 

Defects. 

The cash reserves in New York are inadequate; and this is a 
serious element of danger^ from the standpoint of the banking safety 
of the country. Other sources of danger lie in the dominance of 
speculative influences in the New York money market and the 
inelasticity of bank note issues. 

The American system of numerous competing enterprising banks' 
made for great enterprise and thorough diffusion of banking facilities; 
but the want of a central bank {or central banks) made these isolated 
and scattered banks helpless in the time of a crisis. 

Among recent changes, the Federal Reserve Act of 1913 is of hig}i 
importance, and during the War it helped to concentrate the nation’s 
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*store of gold, to conserve Its use and effectively to control the gold 
•outflow in cannection with foreign trade. Before this Act the natioii*s 
gold holdings were scattered among about 33^600 banks (7,600 National 
Banks and 25,000 State Banks). 

Tlie Federal Reserve Ad of 1913 and after. 

A complete scheme of banking refojrm in the United States would 
include : 

(i) centralisation of reserves for strengthening the banking 
system against the dangers of crises ^ 

(a) centralising the note-issue and making it more flexible 

(3) development of re-discount facilities. 

All these things were done by the Federal Reserve Act of 1913. 

At first the idea was to have one Central Bank for the United 
States— as in Britain, France and Germany. But local jealousies and a 
fear of the vast power which would be exercised by a single central 
bank led to the following arrarigement ; 'not one central bank, but a 
•dozen semUcentraiised ones,* each situated in a large city, viz,, the 
Federal Reserve Bank of New York, the Federal Reserve Bank of 
‘Chicago, etc. ^ 

The whole banking organisation has been made quasUpublic, 
brought under public control and in the public interest. 

The Federal Reserve Board. 

The central contoolling body of the new system is the Federal 
Reserve Board— consisting of seven members, five appointed by the 
President of the United States and with the Secretary of the Treasury 
and the Controller of the Currency as members ex’-officio. This body 
has vast powers, the general functions of what may be called *'pure 
banking”; “it has almost unlimited power over the Reserve Banks, 
being authorised not only to examine all their accounts and affairs, but 
to remove their officers and directors, to require them to rediscount 
paper one for another, to suspend reserve requirements, and ‘to 
exercise general supervision.’ ” It has the power also to appoint three 
among the nine directors of each Reserve Bank 

The Federal Reserve Banks. 

The Federal Reserve Banks are bankers’ banks— like central banks 
in other countrie.s they do buvsiness mainly with the ordinary banks. 
These central banks in the U.S.A. are owned by other banks, known 
as ‘member banks’. Individuals are not allowed to hold shares of a . 
Fede^l Reserve Bank. ^ 
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The member banks, though they are owners of the Reserve Banks,, 
are not in complete control; as said already, the control is largely 
exercised by the Federal Reserve Board and in the public interest. 

The government not only exercises supreme control through the 
Federal Reserve Board, it al<^o reserves for itself, any profit above 
six p.c., provision of couise being made for the accumulation of 'ax 
suitable ^surplhS*. 

Member Banks. 

The member banks deal with the public in connection with their* 
ordinary banking functions — deposit, discount, etc. And they deal with 
the Reserve Banks~as their central banks, for keeping their reserves,, 
for rediscount facilities etc. 

The Federal Reserve Sjrstem — its advantages. 

(1) Rediscount facilities. 

The rediscount facilities ofiered by the Reserve Banks to the 
member banks constitute an important advantage. Formerly these 
member banks when they discounted commercial paper had their 
reserves made 'illiquid*; now, after the creation of the Federal Reserve 
organisation, the member banks have their commercial paper re- 
discounted by the Reserve Banks and thus their assets become liquid 
—and they can lend again through discount of paper and in other 
ways, thus helping the agriculture, industries and commerce of the 
country. 

(Certain critics of the Federal Reserve system declare that tlie 
rediscount facilities are often abused for speculative purposes and' 
over-expansion) . 

(2) Step towards centralisation of note issue. Increased elasticity 
of note issue. 

Note issue is to be taken over by the central banks— the Federal 
Reserve Banks— from the national banks gradually within a period of 
thirty years. These notes — Federal Reserve hank notes — are to be 
secured by the deposit in the United States Treasury of speciar 
securities; and the Federal Reserve Banks are to purchase from the 
national banks the bonds kept as security for notes. 

As different from these "Federal Reserve bank notes** are **the 
Federal Reserve notes**. The Reserve Board has complete discretion 
as regards the issue of these Federal Reserve notes— no limit to the 
total, nor restrictions as regards the conditions of issue; but the 
Federal Reserve Banka have to satisfy certain conditions : 

(a) they must deposit with the agents of the Federal Reserve Board* 
security for the notes in the way of commercial paper 

(b) they must also keep a reserve of 40 p.c., in gold against the* 
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These Federal Reserve notes are further secured by a guarantee of 
tthe United States Government. 

The practice has grown up for the member banks to take gold to 
the Federal Reserve Bank and to take in exchange notes. For the 
Federal Reserve Bank, this gold becomes a reserve, and it can issue 
100 dollars of notes for 40 dollars of gold receiv^— the rule being 
40 p.c., gold reserve (and 35 p.c., reserve against deposits). This makes 
possible a great expansion of the credit system and the drculaHng 
medium. 

The limit of 40 p.c. gold reserve may be suspended by the Pedbral 
Reserve Board— but in that case a graduated tax of x p.c. is to be 
levied : and if the reserve falls below 32^ p.c., a further tax of lyi p.c, ' 
is to be imposed for eveiy p.c., deficiency of reserve below 32^ p.c. 
'So an emergency note4ssue is provided. 

In May 1919 there were in circulation 2,521 inillions of Federal 
Reserve notes and 152 millions of Federal Reserve hanlc notes, while the 
-national bank notes had decreased to 653 millions. 

(3) IncraaMd uh/lgf criMM throni^ tlie cmtiak 

jMtkm o# th* r m r ru . 

The principal defect of the national banking system— that which 
led to its overttUEDW and its replacement by the Federal Reserve 
organisation— was its absolute failurl in times of crises. Under the old 
system the American banks failed to pay out cash to depositors, they 
failed to take care of their customers (even those who were essentially 
solvent) by giving them the much-needed loans— in a time of panic 
.and crisis. Each bank selfishly tried to save itself and its reserve 
without thinking much of others; and so there was lack of co~ordina^ 
tion and co-operation, resulting in disaster. 

All these are changed under the new Federal Reserve arrange- 
ments, The member banks have to keep a portion of their reserves 
.against demand deposits with the Federal Reserve Bank. And (he 
Federal Reserve Bank — the central bank — ^the foundation of the entire 
strnctnre, must have real strength; it must keep a reserve of 35 p.c., 
4igainst deposits. (Against notes, it has to keep a resenfa of 40 p.c.). 
And the reserve is to be in legal tender money, which in the U.8.A. 
(barring the small quantity of green-backs) is gold. 

*'The real element of strength is in the solidity, the large total 
'reserves, the repute, the governmental backing, of the Federal Reserve 
Banks themselves. The tendency of the whole series of arrangements 
—note issue and deposit reserves for the member banks and reserve 
l>anks— was toward a situation essentially similar to that which had 
Ibeen developing in other countries; concentration of gold holdings in 
central reservoirs, withdrawal of gold from everyday drculation*^ 
ii^exsealg-^Principies, Vd. I, Chapter e;). 
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The Federal Reserve system has rendered great services to the' 
hanks, the industries and commerce of the United States, It has made 
banking assets more liquid, it has substantialfy reduced the dangers 
of panics and crises. And during the last World War, it did very' 
great service to the government of the country. **Under the guidance 
<rf the Federal Board, the Reserve Banks became virtually the agents 
of the Treasury. They made advances of their own to the government 
in anticipation of bond sales and tax proceeds. Still more important, 
they urged the member banks — virtually required them — to do tlie 
same. It cannot be doubted that the system proved as serviceable to* 
the government as the great European banks did to theirs, and much 
more serviceable than the scattered banks of the Ignited States had 
been during the Civil War of 1861-65; with less disturbance, also for 
the community at large.** 


V. The Banking and Monetary Systems of India. 

The banking system of India includes the following chief 
elements : — 

(1) The Imperial Bank (formed by the amalgamation of 
the three Presidency banks of Bengal, Bombay and Madras). 
It is not a true Central Bank, though it acts partly as banker 
to the banks and banker to the Government. 

(2) The Exchange Banks (mainly foreign) which finance 
the foreign trade and are taking an increasing part in the 
financing of the internal trade of India. 

(3) The Indian Joint-stock Banks organised on the 
European model and under Indian management which help to 
finance the internal trade of India. 

(4) The indigenous bankers in the villages and in the 
towns working under the indigenous banking system and 
including Mahajans, Shroffs, Marwaries, Chetties, etc. They 
play a predominant part in the internal finance of the country. 

Short accounts of the Imperial Bank and the proposed 
Reserve Bank of India (the Central Bank proposed for India) 
are given below : 

A Central Benk for ladia — the Proposed Reserve Bank r 

The Royal Commission on Indian Currency and Finance r 
repotting in igad, made three important recommendations : — 
(1) India should have a gold bullion standard in place of the 
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Gold Exchange Standard then existing ; (3) that this Currencjr 
Standard should be worked and controlled by a irw Central 
Bank to he established in India ; and (3) that the new external 
value of the rupee should be 15. 6 d. gold instead of the old 
ratio of is. 4d. gold for the rupee. 

The functions and advantages of the ’AMpHaLReserve 
Bank. « 

The proposed Reserve Bank (like any other true Central 
Bank) will have the following functions ,and the advantages 
associated with them, 

(1) to have the monopoly of note-issue and thus to 

control the currency ; 

(2) to be the bankers’ bank in a full sense keeping 

portions of the reserves of other banks and thus 
to control credit in the country ; 
and through (i) and (2) help on sound lines the 
banks and the business classes and the economic 
life of the country ; 

(3) to be the banker to the Gavernmeiit in a full sense 

and to keep its cash balance and to manage its 
debt. This will be of substantial advantage to 
the Government and to the country ; 

(4) to safeguard the banking and the business com- 

munity in times of crisis and panic by supplying 
emergency currency and credit. This will be a 
great service to the banking and business com- 
munity and the economic life of the whole 
country. 

Re^discount facilities to be supplied by the Reserve Bank : 

It is '^essential .... for the development of banking 
generally that the foundations of the credit organisation should 
be truly laid. This will only be the case if the commercial 
banks (a phrase in which are included both exchange and indi- 
genous banks) are able, when the necessity arises, to turn into 
cash a maximum of their assets with a minimum of disturbance^ 
to general conditions. It is only through the establishment 
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a central banking systenii with the facilities of re-discounting 
it affords, that this end can be achieved. Not until then does 
the commercial banks’ most legitimate asset, viz., a short-term 
advance against goods in the form of a commercial bill, become 
a quick asset capable of prompt realisation in times of stress. 
The system, in fact, enables the commercial banks to regard 
their holdings of commercial bills as their secondary reserves.” 

The business of a true centred bank *Hn the main, is 
confined to that of a bank of the hanks and of the Government. 
These functions of necessity require that the character of their 
business should be of the soundest. Such limitations upon 
their business prevent these Central Banks from transacting 
the every-day commercial banking business of the country or 
from entering into competition with the commercial banks in 
any general sense. But, in times of stress, they intervene 
vigorously in the country's business by extending credit facilities 
liberally. They are primarily concerned with upholding the 
credit of the country and guiding its financial policy/* 

\ 

The primary task of the Bank. 

The goal of all monetary policy is the achievement of 
stability of the purchasing power of the monetary unit, and 
the condition under which the sole right of note issue is 
entrusted to the Bank must clearly he the obligation to maintain 
stable the purchasing power of the ruf^ee, both internally and 
externally. The stability will find expression internally in the 
stability of the general level of commodity prices, and externally 
in the stability of the purchasing power of the monetary unit 
in relation to gold and consequently in relation to all exchanges 
with countries whose currencies are linked to gold through 
either a gold or a gold exchange standard. To assume this 
stability it is indispensable that the obligation should be put 
upon the Bank at all times to buy and sell gold at fixed prices 
which are laid down in the charter .” — The Report of the 
Royal Commission on Indian Currency^ and Finance, 1926. 

The Reserve Bank by co-ordinated control of currency 
,end credit will maintain internal stability in the value of money 
^end maintaining internal stability will help it to maintain 
external stability. 
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The Reserve Bank by maintaiiimg the currency standard 
and helinng (a) to maintain internal stability in the value d 
mooey and stability* of internal prices vnll promote stability 
of production, employment, trade ai^ business conditions 
generally, (b) to maintain external stability in the value 
of its money as compared with foreign currencies will 
promote international trade and capital transactions. This will 
'be the primary and essential function of the Reserve Bank — 
and as already indicated, it will have the greatest advantages 
from the standpoint of the national economic interest (provided 
the Reserve Bank is properly constituted and properly worked). 


The Gold Exchange Standard. The Proposed Gold 
Bullion Standard, hdia at present has a Sterling Exchange 
Standard. 


The Royal Commission on Indian Currency and Finance, 
1926, proposed that the then existing Gold Exchange Standard 
should be replaced by the Gold Bullicm Standard, and the Gold 
Bullion Standard was to be worked by the Central Bank (to be 
established) as the currency authority for the country. 

.«9aMs».n. , .tsne <!lwld,i 

Standard or the other 
joM Currency). 


(wnetber the Gold Bullion 

type, namely a Gold Standard with a ( 


The essentials of the* Gold Exchange Standard, 

As already stated in page 78, the Gold Exchange 
standard functioning in India for many years provided {a) 
internal currency consisting of rupees and notes (with a small 
quantity of gold cmns) for use within the country. (6) The 
internal currency of rupees and notes was not convertible into 
gold for internal use, i.e., rupees and notes were not convertible 
into gold if gold was required for use within the country, (c) 
The internal currency was convertible into gold (international 
currency) at an approxiigately fixed rate (rupee one^zr. nd.) 
for external purposes, i.e., if the gold was required for making 
fmeign pa3rment in coimection with international trade and 
other intematioiial tyansactions. 

For securing the convertibility of the internal currency into 
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gold for external purposes, the Gold Standard Reserve was 
kept ; and because gold was available to any large extent only 
for foreign payment (foreign exchanges) it was called a Gold 
Exchange Standard. 

The essentials of the Gold Bullion standard. 

n.* * .Ml* • VI* - * . * 

Under the Gold Bullion Standard proposed for India by 
the Currency Commission, 1926, the internal circulation was 
to cdnsist of rupees and notes only with no gold coins in 
circulation ; but the internal currency consisting of rupees and 
notes was to be convertible into gold for all purposes whether 
the gold was required for internal use or for external use in 
connection with the making of foreign payments. The internal 
currency was to he convertible not into gold coins but into 
uncoined gold (gold bullion) — whence it was known as the gold 
bullion standard, and it Ubas a true gold standard because the 
value of the monetary unit was to he kept equal with the value 
of a fixed weight of gold.'* “The essence of the Gold Bullion 
Standard is that the ordinary medium of circulation in India 
should remain as at present the currency note and the silver 
rupee and that the stability of the currency in terms of gold 
should be secured by making the currency directly convertible 
into gold for all i>urposes, but that gold should not circulate 
as money. It must not circulate at first, and it need not cir- 
culate ever.*' — The Report of the Royal Commission on Indian 
Currency and Finance, 1926. 

The essentials of the gold standard with a gold currency. 

if a Gold Standard^ with a gold currency had been intro- 
duced into India, the internal circulation would have included 
a substantial quantity of gold coins in circulation and also notes- 
and rupees, the internal circulation consisting of notes and 
rupees would have been convertible into gold coins for all 
purposes, for internal use and also for making external 
payments— it would have been a true gold standard because 
the value of the monetary unit would have been kept equal to* 
value of a fixed weight of gold, and it would have been a gold 
standard with a gold currency. 
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ArgmMiits againtl a Gold Exehaiigo Standard and in 
favour of a tnia Gold Stmdard (either of the Gold Bullion 
Standard Type or of the Gold Standard with a Gold Currency). 

(1) Standard led to ifididion. ande^ 
rising i}rices. This was a principal objection against the Gold ! 
^xcnangV ::>tandard. With increased demand for currency in ' 
the agricultural season, a larger supply of currency in the 
form of rupees was made available by the government. When 
the busy season was over, this excess supply of rupeesf could 
not be reduced because it was not convertible into gold for 
internal purposes under the Gold Exchange Standard. The 
excessive supply of money led to rising prices and attendant 
evils. (If the excessive internal currency had been convertible 
into gold, then the gold when required, might have been 
drained off to foreign countries as gold was international 
money). 

In India the internal trade is a much larger proportion of 
the total trade than in England. Competent economists like 
Keynes and others, are of opinion that even for England with 
its large and important volume of foreign trade, internal trade 
is of even greater importance, and so it is more important to* 
maintain internal stability in the value of money than external 
stability. Much greater is the importance of internal trade 
and internal stability in the value of money to India. The 
Gold Exchange Standard sacrificed this internal stability. This 
was a great defect. 

A Gold Standard with a Gold Currency, also a true Gold 
Bullion Standard will maintain internal stability and will be 
thus superior to the Gold Exchange Standard. 

(2) Another serious objection to a Gold Exchange 
Standard was this; 

The vast majority of the Indian people, not understanding 
\the Gold Exchange Standard and the basis of its stability had 
^^ot confidence in it ; and this led to hoarding of gold and 
^checked seriously the hanking development of India and thus 
^ its industrial and commercial development. 

^ '*The mechanism of an exchange standard is refined. 
Some knowledge of economics is necessary to understand it* 
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The right of convertibility upon which its stability is based 
is one of no direct concern to the general public, and it is un- 
intelligible to the majority.*’ 

Indian opinion '^requires some link that is real, and not 
only real but conspicuously visible, between the currency of 
the country and gold.” 

A Gold Standard with a gold currency, also a true Gold 
Bullion Standard will enjoy the confidence of the Indian public 
to a much greater extent than the Gold Exchange Standard ; 
will thus check the hoarding of gold and promote substantially 
2>anking, industrial and commercial development in India. 

The Gold Bullion Standard versus the Gold Standard 
-yith a Gold Currency for India. 

I 

Official apologists of the Gold Bullion Standard as proposed 
for India put forward the following among other arguments 
in favour of this kind of standard. Some of the important 
official arguments are the following: — 

(i) The Gold Bullion Standard is a trug Gold Standard 
mfitStSlning internal and external stabi]i^ in the value of 
mone}^ and if introduced, will enjoy the confidence of the Indian 
public ; at the same time, the Gold Bullion Standard is more 
economical than the Obld Standard with a Gold Currency, 
ForThe Gold Bullion Standard avoids the expense of a gold 
currency. 

This question of economy is of substantial importance in 
a poor country like India, 

(?)^ he Gold Bullion Standard with gold in reserve and 
tidf^^currency can have \ larger gold reserve than a gold 
•standard wjj^ a gold currency ; and the Gold Bullion standard 
oan use its larger gold reserve to provide a greater degree of 
elasticity as regards the currency arrangements of the country. 

( 3 ) Under a Gold Standard with a Gold Currency, India 
w M ' ^ 'y Wlu ire more gold than under a Gold Bullion Standard. 
If India gets mofS^^tAd, there is less gold available for Europe 
and America bringing about falling prices, rising interest 
rates, and disturbance to t)roduction, emplojrment and trade in 
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the wwld eooiumiic ^rstem which will also affect injuriousljr 
India as a part of the world economic STStem. The Gold. 
Bullion Standard is free from this disadvantage and is in this> 
respect superior to a gold standard with a gold currency for 
India. 


Argamento for an 
^ 


Indian Gold Standard with a GoldT 


When the Currency Commission of 1926 reported, many 
Indian economists were in favour of a Gold Standard with a 
Gold Currency for India. Some of their chief arguments are 
given below. 


(ilrf dt was pointed out that the Gold Bullion Standard 
foriMia, as Proposed by the Currency Commission, (a) with* 
its bu3dng and selling rates of gold so fixed as to prevent the 
free inflow of gold to India, and (b) also with the provision 
that gold would be given, if required, only in quantity not 
less than 400 ounces, was not a true Gold Bullion Standard ; 
it was a camou^agfd Gold Bullion Standard. Such a Gold 
Bullion Standard would not enjoy the confidence of the Indian 
public, because the rupee (Indian monetary unit) was not 
visibly and conspicuously linked to gold. The Gold Standard 
with a gold currency will be superior in this respect to this 
kind of Gold Bullion Standard. The Gold Standard with a 
gold currency will really enjoy thh confidence of the people to 
the full extent. 


There is also the Mstorical argument in favour of this. 
In many parts of India, {e.g.. South India, etc.) people remem- 
ber the tradition of a gold standard with a goM currency 
within the country. Gold currency was in circulation even 
for a period under British occupation. The Indian people are 
historically accustomed to it. 

(gj^^JQ|j|e fears about an Indian Gold Standard with a gold 
cui^S^^Sking an excessive demand upon the wm-ld supply 
of gold are exaggerated. 
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(3)b the opinion of many Indian economists, 

''golcPiRlfidard is eminently practicable .... in India as she 
has .... considerable resources in the shape of gold bullion 
and securities and as the balance of trade is normally in her 
favour to a considerable extent. The introduction of an 
•effective gold standard does not necessarily imply immediate 
and total conversion of the existing token currency into gold. 
What is needed immediately is the adoption of certain preli- 
minarjr measures. No fresh additions to currency should be 
made in rupees or rupee notes. All such additions should be 
in the form of notes or gold certificates. Thus no immediate 
additions to currency in the shape of gold coins will be 
necessary 

For internal purposes, a gold coin to be called 'Mohur* 
of same fineness and weight as sovereign should be made 
standard c<un of this countiy and a mint for free coinage of 
gold should be established.’^ 


The Sterling Fwrhewge Standard now in India. 

As has been already stated in pages 79, 80, countries 
comprising more than half the world and including Britain, 
India and the United States are now on the Paper Standard 
and off the Gold Standard. The International Gold Standard 
may not be restored in the immediate future : the question 
of a Gold Standard for India is not now of immediate 
interest. India at present has a Sterling Exchange Standard 
—the value of the Indiai^ monetary unit (the rupee) having 
now an approximately fixed value in terms of sterling or the 
paper pound (Rupee one=i 5 . 6 d. sterling) and not in terms 
of the gold pound, and rupees being now convertible for 
external payment at this approximately fixed rate into sterling 
and not into gold. When rupees were convertible into gold 
for external payment, India had the Gold Exchange Standard. 
At present rupees are convertible into sterling (or the paper 
pound sterling) for external payment, so India has now the 
Sterling Exchange Standard. 
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It has been officially suggested that the Indian Reserve 
Bank can be established when (a) the Indian Govermnent is in 
n satisfactory financial condition and has no budget deficit^ 
(b) India has a favourable balance of trade, and (c) the world 
eccmomic situation is more normal. 

The first two conditions are now favourable. As regards 
the third condition the establishment of the Indian Reserve 
Bank by helping to promote stability of business conditions and 
prices in India will, to that extent, promote world recovery and 
action by India in this connection should no longer be delayed. 
The disturbed economic and financial conditions throughout 
the world make it all the more necessary that India should 
have a true Central Bank as soon as possible to co-operate with 
the Central Banks of the world in credit and gold policy for 
promoting world recovery. 

It is definitely the opinion of the Indian and the British 
Oovernment that central responsibility cannot be introduced in 
the Indian Constitution before a true Central Bank is established 
in India for maintaining stability of currency and exchange 
conditions. 


* “The Committee agrees with the recommendation in paragraph i8 
of the Second Report of the Federal Structure Committee that efforts 
should be made to create, on sure fotmdations and free from any 
political influence, and as early as may be possible, a Reserve Bank 
which would be entrusted with the management of currency and 
exchange. The Committee are of the opinion that the proposals to be 
submitted to Parliament should be based on the assumption that such 
a Reserve Bank would have been created prior to the inauguration of 
the Federal Constitution, and recommend that steps should be taken 
to introduce into the Indian Legislature a Reserve Bank Bill conceived 
on the above lines as soon as is possible. Certain requirements must 
he satisfied before the Reserve Bank could start operations with a 
reasonable chance of successfully establishing itself; in particular, that 
the Indian budgetary position should be assured, that the existing short- 
term debt both in I^ndon and in India should be substantially reduced, 
that adequate reserves should have been accumulated and that India’s 

normal export surplus should have been restored 

The Secretary of State undertook that representative Indian opinion 
would be consulted in the preparation of proposals for the establish- 
ment of the Reserve Bank including those relating to the reserves” — 
Report of the Committee on Finamnal Safeguards, Indian Round Table 
Conference, (Third Session), Nov.-Dee. 1932. 
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the opinion of many Indian economists, 

‘'golcPSSfidard is eminently practicable .... in India as she 
has .... considerable resources in the shape of gold bullion 
and securities and as the balance of trade is normally in her 
favour to a considerable extent. The introduction, of an 
'effective gold standard does not necessarily imply immediate 
and total conversion of the existing token currency into gold. 
What is needed immediately is the adoption of certain preli* 
minar^ measures. No fresh additions to currency should be 
made in rupees or rupee notes. All such additions ^ould be 
in the form of notes or gold certificates. Thus no immediate 
additions to currency in the shape of gold coins will be 
necessary 

For internal purposes, a gold coin to be called ^Mohur’ 
of same fineness and weight as sovereign should be made 
-standard cmn of this country and a mint for free coinage of 
g<^d should be established.’’ 


The Sterling Endhenge Standard now in India. 

As has been already stated in pages 79, 80, countries 
comprising more than half the world and including Britain, 
India and the United States are now on the Paper Standard 
and off the Gold Standard. The Intemmtional Gold Standard 
may not be restored in the immediate future : the question 
of a Gold Standard for India is not nov) of immediate 
interest. India at present has a Sterling Exchange Standard 
—the value of the Indian monetary unit (the rupee) having 
now an approximately fixed value in terms of sterling or the 
paper pound (Rupee one=i5. 6d. sterling) and not in terms 
of the gold pound, and rupees being now convertible for 
external payment at this approximately fixed rate into sterling 
and not into gold. When rupees were convertible into gold 
for external payment, India had the Gold Exchange Standard. 
At present rupees are convertible into sterling (or the paper 
pound sterling) for external payment, so India has now the 
Sterling Exchange Standard, 
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true Cenltmi 


It has bee^ officially suggested diat die In^au Reserve 
Bank can be established when {d) the Indian Govermnent is in 
n satisfactory financial condition and has no budget deficit, 
(b) India has a favourable balance of trade, and (c) the world 
ecraocnic situation is more normal. 

The first two conditions are now favourable. As regards 
the third condition the establishment of the Indian Reserve 
Bank by helping to promote stability of business conditions and 
prices in India will, to that extent, promote world recovery and 
action by India in this connection should no longer be delayed. 
The disturbed economic and financial conditions throughout 
the world make it all the more necessary that India should 
liave a true Central Bank as soon as possible to co-operate with 
the Central Banks of the world in credit and gold policy for 
promoting world recovery. 

It is definitely the opinion of the Indian and the British 
Government that central responsibility cannot be introduced in 
the Indian Constitution before a true Central Bank is established 
in India for maintaining stability of currency and exchange 
conditions. 


• “The Committee agrees with the recommendation in paragraph i8 
of the Second Report of the Federal Structure Committee that efforts 
should be made to create, on sure foundations and free from any 
political influence, and as early as may he possible, a Reserve Bank 
which would be entrusted with the management of currency and 
exchange. The Committee are of the opinion that the proposals to be 
submitted to Parliament should be based on the assumption that such 
a Reserve Bank would have been created prior to the inauguration of 
the Federal Constitution, and recommend that steps should be taken 
to introduce into the Indian Legislature a Reserve Bank Bill conceived 
on the above lines as soon as is possible. Certain requirements must 
be satisfied before the Reserve Bank could start operations with a 
reasonable chance of successfully establishing itself; in particular, that 
the Indian budgetary position should be assured, that the existing short- 
term debt both in London and in India should be substantially reduced, 
that adequate reserves should have been accumulated and that India’s 

normal export surplus should have been restored 

The Secretonr of State undertook that representative Indian opinion 
would be consulted in the preparation of proposals for the establish- 
ment of the Reserve Bapk including those relating to the reser^’es” — 
Report of the Committee, on Financial Safeguards, Indian Round Table 
Conference, (Thkd Session), Nov.-X)ec. 1933. 
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critidbint erf die Iiidiw Ra teyve Benk :(ee 
^propoied by the Govermnent). 


The Indian Reserve Bank (as proposed by the Government 
bill) is M maintain for the present (a) the sterling exchange 
standard in India, (b) and the ratio of is. 6d. sterling for the 
rupee as its external value — and it is to be a shareholders* bank. 

Indian economists and public men are offering criticisms 
and suggestions in connection with the proposed Reserve Bank^ 
Some of these are briefly noticed below : 

(1) The Indian Reserve Bank Bill has not paid sufficient 
attention to the banldngf needs of Indian agriculture, Indians 
chief industry. 

(2) The Government proposal is that the Reserve Bank 
is to be a share-holders* bank. As already noticed on 
page 157 the Central Bank in most countries of the world is 
a share-holders’ bank. Indian public opinion may accept the 
shareholders* bank idea if a substantial proportion of capital and 
directorate (say ^th of the capital and ^th of the directors)* 
be Indian, thus assuring national control of the Bank to be used 
in the interest of national trade and industry. (National control 
is secured by the constitutions of the central banks of Germany, 
France, Italy, England, Japan). 

(3) The Government proposal excludes political influence 
by the Indian Legislature, but at the same time by giving 
extra-ordinary, unprecedented powers to the head of the Indian 
executive (the Govemor^General) secures the domination of 
foreign political and economic interests. The Governor-General 
is constitutionally subordinate to the Secretary of State for 
India who is naturally yfnder the influence of British political 
and trading interests. Indian opinion demands that the Indian 
Reserve Bank should be free from the political influence of 
Whitehall and the Secretary of State ; it should not be 

^dominated by British krade interests. 

The Governor-General is empowered **at his discretion*’ to nominate 
four directors and also the Governor and the Deputy Governor of the 


* Refer to Mr. Nalini Ranjan Sarkar’s speech on the 24th Angnst, 

1933 and Sir P. Thakurdas’s commimscations to the Press. < ; 
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&idc.' nie gnggeatfan k- madtf' by IndkSii opatdiia'’’tbat 
appointment of fofir Directors, HS well .as of the Governor .'and: Dcpjttly' 
Governor should be made by the Governor-General on the recommend^ 
tion of the Indian Finance Member of the Federal Government^ to be* 
established in India. This will secure some degree of national control. 
In France the. Governor and Deputy Governor of the Central Bank are 
appointed by the President of the French Republic on the advice of thO*- 
Finance Minister. 

Paragraph ii^ of the White Paper proposals lays down— "The consent- 
of the Governor-General given at his discretion will be requircd^for the* 

introduction in tlie Federal Legislature of legislation which affects 

the coinage and currency of the Federation or the powers and duties^ 
of the Federal Reserve Bank in relation to the management of currency 
and exchange. ..." This gives excessive and dangerous restrictivfi 
powers to the Governor-General in connection with Indian Currency and 
Exchange. It means that when the Reserve Bank Bill is passed, it will 
be impossible to alter or amend it in future, when required in the Indian 
interest in a case which may be unfavourable to British interest. - 4 
proposal for changing the rupee ratio or other proposals which may be 
necessary in Indian interest but unfavourable to British trade interest, 
will not get the required previous sanction of the Governor-General. 
So it will not be possible to introduce a bill for that purpose in the 
Indian Legislature. 

(4) Another suggestion is this: India at present is on 
the sterling exchange standard, has temporarily abandoned the 
gold bullion standard, but expects to return to the gold bullion 
standard in fiHure, so gold securities should not be replaced by 
sterling securities and the minimum holding of gold should be 
not less than twenty-five p.c. against the note liability. (The 
Monetary Sub-Committee of the World Economic Conference 
suggested that 25 p.c. should be the minimum gold holding 
in modern countries.) The government proposal about a 
minimum gold holding of only rupees 35 crores, comes to abou^ 
20 p,c, of the existing note liability and is insufficient. , 

(5) The Government is for maintaining at present the 
rupee at its Present value of is, 6d, sterling. A suggestion 
finding general support among Indian public men is about the 
lowering of the rupee^raiia. The Reserve Baxdc should woii 
with a. rupee reduced in value (a devaluated rupee). A lower 
Talue for the rupee and a rise in internal prices will benefit. agxt«A 
cultural and other prodhicers and help Indians economic recover^:'' 

u—12 
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.(The valm of the monetary unit has been routed in Britain 
and in tjie United States and in many countries). 

(6) The government proposal to make the Imperial Bank 
^at present dominated by non-Indian interests) the sole agent 
ol the Reserve Bank is condemned by Indian opinion. Such 
n proposal, if carried into effect, will give the Imperial Bank, a 
.■gigantic competitor, an unfair advantage over Indian Banks 
and will check their development. 

If is strongly maintained by some of the ablest Indian 
•economists that no Reserve Bank is better than a bad Reserve 
Batik. A bad Reserve Bank, with a constitution giving exces- 
•sive and unprecedented powers to the Governor-General, and 
thus securing the domination of foreign political and economic 
interests now and in future and making the Indian Legislature 
■and the Indian Finance Member of the new Federal Govern- 
ment to be established almost powerless as regards Indian 
currency, exchange and banking policy — ^this will be no 
improvement. 

The Imperial Bank of India. 

r 

The Imperial Bank of India was established on the 27th 
January iga I by amalgamation of the three Presidency Banks 
of Bengal, Bombay and Madras. It was created by the Imperial 
Bank of India Act (Act XLVII of 1920). 

The idea of a Central Bank for India goes back to 1836 and 
Mr. James Wilson wrote a minute on the subject in 1859. In 
1867 Mr. Dickson, the brilliant Secretary of the Bank of Beng^, 
put forward proposals ^for the amalgamation of the three 
Prendency Banks and a concrete and constructive schane for 
a great tanking establishment for British India. The matter 
was discussed later on different occasions including an exainuu- 
tion of the question by the Chamberlain Commis8i<m of 1913. 
Competent econmnists like Mr. J. M. Ke3mes and otha^s and 
ixditical authority in the form of the Government of India being 
in favour of the estaUidiment of a Central Bank and the 
,J^e^den<gr Banks themselves desiring iudi an amalganatim. 
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<as ft result of the experience gained during the War and also 
fcM* strengthening and extaiding the banking qratm iit India), 
the Imperial Bank was brought into existence. 


CoBstitiitimi of the bniieriftl Bank. 

The capital of the Imperial Bank is Rs. 11,35,00,000 divided 
into shares of Rs. 500 each, (as compared witlf a totgl of 
Us. 3,75,00,000 for the three Presideni^ Banks together) ; and 
the increased capital has been secured by issuing new slfares. 

The business of the Imperial Bank is managed by a C^tral 
Board of Governors assisted by I^al Boards in Calcu^, 
Bombay and Madras and such other places as may be decided 
on by the Central Board. 

The Central Board of Governors consists of : 

(i) The PfiStdents, Vice-Presidents and Secretaries of 
Xocal Boards. 

(3) Managing Governors not exceeding two in number, 
appointed by the Governor-General in Council on the recom- 
mendation of the Central Board. 

(3) The Controller of Currency or other dficer nominated 
by the Governor-General in Council. 

(4) Not more than four non-officials to be nominated by 
the Governor-General in Council. 


The management of the Bank is conducted by the two 
Managing Governors and the three Secretaries under the control 
of the Central Board of Governors. 


Fonetioiift of die Inperiftl Bank. 

The Imperial Bank of India inherits ^e privileges and 
restrictions of the Presidency Banks with some minm’ 
modifications. 


The Imperial Bank at present transacts the following classea 
of Govmnment boahusa and also commercial business. • « 
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(A) Govemtifent Business,. 

The Imperial Bank acts partly as banker for G^«?mne»e r 

(i) It keeps Government b alanc es (or fnnds) at.head> 
■quarters and at its branches and with the establishment of 
more branches it will keep all Government balances- and 
Government treasim« will be abolished. The Government 
Reserve Treasuries have already been abolished. Acting as. 
banker for Government, the Imperial il^k remit s mone y or 
lends «on securities on behalf of Govermnent. 

(ii) The Imperial Bank i^ues Qovem ment l ^ns and 
manages the Public Debt, as the Bank of Bengal n^ to do. 

(B) Commercial Business. 

The Imperial Bank in its commercial business is subject to> 
general restrictions similar to those which were imposed on tho 
old Presidency Banks. 

The Imperial Bank is permitted to have a Lo ndon Offic e, 
but it {like the Presidency Banks) is not allowed to deal directly 
with the public in foreign exchange though it may transact 
business in London on behalf of Government, public bodies and 
other banks. Within India, the Imperial Bank under^kes 
deposit, discount arid other banking functions and is partly a 
sort of bankers* bank. 

In India its commercicd business is subject to the following 
restrictions. "Generally speaking the Imperial Bank may not 
make loans or advances for a longer period than six months, 
nor upon the security of immoveable property (that is mortgage 
of houses and lands) excepting as collateral security where the 
miginal security is either a gilt-edged security or goods which' 
gte pledged to bank. It may not buy or discount bills which, 
do not bear upon them \he signatures of two persons or firms 
unconnected with each other in general partnership ; but this 
does not prevent the granting of temporary overdrafts to persons 
who keep regular accounts with the bank." 

Within five years the Imperial Bank has to open loo new 
branches of which the Government may determine the locatiom 
pf 25. These new branches are expected to increase substan- 
tially bankings facilities within the country. o 
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The In^Mrial Beak n ot a fnd-fledgeJ- Central Bank. 

From the functi<ms at present ^scharged by the Imperial] 
Bank, ‘it is clear that the Imperial Bank of India is not a 
full-fledged Central Bank like the Bank of Fngland or the 
Bank of France or the Beichsbank of Germany. 

The Imperial Bank is not a full-fledged Central Bank 
because: 

(i) It has not the note issu e function which is ex^^rdsed 
as a monopoly function by the Bank of England in England, 
the Bank of France in France or the Reichsbank in Germany. 

(ii) It is not the bankers* bank in India as fully and 
effectively as the Bank of England is the bankers* bank in 
England or the Reichsbank is the bankers’ bank in Germany. 

Also in England the Bank of England regulates foreign 
exchange and gold exports which is not done in India by the 
Imperial Bank. 

(iii) The Imperial Bank also at present does not hold all 
the Government balances. It is not the banker to the Govern- 
ment in the full sense. 

Relation of the State to the Inqierial Bank. 

(i) The Indian Government has an important voice in the 
management of the Imperial Bank. 

The Central Board of Governors is ultimately re^nsible 
for the management of the Imperial Bank. And the Indian 
Government appoints two Managing Governors, the Controller 
•of Currency or any other <^cer and not more than four non- 
•officials to the Central Board. 

The Government is also entitled to stop any action of the 
•Central Board likely to be detrimental to the Government. 

(ii) The Imperial Bank partly acts as banker to the 
Government 

(a) by keeping large Government balances and remitting 
money and lending on securities off behalf of Government. 

(b) by issuing Government loans and managing the Public • 
Debt. 
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(iii) The Imperial Batik is^ howevec, AOtLa Oovemment 
Bankf it is not owned by .the Government nor it is en^ely 
managed the Government. 

The shareholders of the Imperial Bank are private persons 
and they are the proprietors of the bank and they have a share 
in the management. 

The essentiak of a good monetary iystem ; and the 
advaiikiges which a coontry derives from such a ss^stem of 
mon^. 

Money in a good currency system would perform properly 
the different functions of money, that is, it should be a good 
medium of exchange, it should be a good measure of value, 
and it should be a good standard of deferred pa3mients. 

(a) To perform money functions properly, stability in the 
value of money is essential, A money, the value of which 
fluctuates, will not be a good medium of exchange, will not 
be a good measure of values and will be a bad standard for 
deferred payments because the instability in the value of money 
will cause undeserved gains and losses to exchangers. 

As already pointed out in pages 52, 53, stability in the 
internal value of money prevents undeserved gains and losses- 
to the different classes within a country and maintaining 
stability of prices promotes stability of production, employment, 
trade and business conditions generally. It helps to stimulate 
exchange within a country and the stimulation of exchange 
leads to an extension of division of labour and increase in the 
productive efficiency of the country and thus to economic 
prosperity. A country thus gains substantial advantages from 
stability in the internal value of money. 

A country with a stable standard of value also benefits in 
international trade. , Uncertainty in the value of money 
discourages foreign trade. 

Siability in the internal value of money within a country 
helps to secure external std^lity — stability in relation to the 
money of other countries. And this promotes the smooth 
course and expansion of fcneign trade. 
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{b) A good currency system should also economise as 
as possible the use of metallic money for metallic mon€^ 4 » 
expensive. Paper money is cheap» it is convenient for large 
pa3anents and also for distant pa3nnents ; and the relative 
demands of the public for notes and coins mark the upper limit 
of the safe issue of notes. The use of paper money within 
proper limits helps economic prosperity by its superior con* 
venience and ^also by the metallic money which it liberates from, 
the circulation. ^ 

(c)'A good curren<y system should ,also be elastic^ 

i.e., the supply of money should expand with an increase 

in the detpnnd for currency and should contract with 'a 
decreased demand for currency. An elastic currency h^lps 
business prosperity by increasing the supply of currency when, 
it is needed and by decreasing the supply when a decreased, 

supply would be good for the community. This elasticity in 

secured generally by expansion and contraction of note issue 
and by expansion and contraction of bank credits. Stability im 
the value of money in a country depends upon its currency- 
system being automatic and elastic. 

And a good currency system is one that commands the< 
confidence of the people, A currency may have important 
advantages. But without the people’s confidence it will not 
work. This is the substantial practical argument against many, 
of the theoretical schemes ^ of perfection suggested by academic 
economists and currency Reformers. They are too refined and 
subtle to be believed in and worked by the average citizen — : 
the man in the city street or in the village. 

As already dejK:ribed in pages 85, 114 etc., the greater part 
of the medium of^exchange (money in the wider sense) used in 
any modem country consists of cheques and bank notes. The^’ 
cheques and bank notes are created with the help of the banking 
system of the country. So to have a good currency system 
in any modern country it is essential to have a good bankings 
system and a welUorganised and well-managed central bank 
working a proper standard and maintaining internal Audi 
external stability in the value of money, 

(Socialists regard existing distribution of wealth aid£^^ 
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to the la|x>urmg classes. Orthodox ecanomists, like 
MahdiaU and Taussig, though supporting the existing capi^ 
talistic and competitive system, are opposed to great inequalities 
qf wealth and income. So good monetary arrangements in a 
Opuntry, while maintaining and stimulating production, should 
e,void> as far as possible, any losses and hardships to the less 
fortunate sections of the nation, e.g. labourers and the poorer 
consumers.) 

A ^country with no money and only barter ctonot develop 
exchanges and production beyond the most rudimentary stage 
as found among the most primitive savages. Modern economic 
development wnth its large-scale production, capitalistic 
methods, domestic and foreign markets, is not possible without 
a modern system of money. 

( The easentiab of a_good banking system, 

A good banking system in a country should have satis- 
factory arrangements and different kinds of banks to provide 
adequate capital and credit for the agriculture, manufacturing, 
mining and other industries and internal and international 
trade of the country. It must make provisions for short-term 
credit, intermediate credit and long-dated capital. 

It should help to stimulate thrift and the saving of capital 
among the different classes of the nation. 

By creating bank notes and cheque currency under proper 
conditions, it should help to secure good currency arrangements 
for the country. 

Also it should make suitable provision in connection with 
the government’s banking heeds and should bring about proper 
qo-ordination between the banking arrangements for the govern- 
ment and for the business interests. 

t Ordinarily a principal object of a good banking system (as 
^ a good monetary system) is to maintain stability in the 
'.^iftterXial and external value of the money of the country. For 
fjais afid for other important servieeii, it is essential that the 
Imnking system should be supported by a well-organised and 
iW^ellTmanaged central bank (or central bmks as in the U. S« A.) 
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ivorHng a proper standard and in intemi^tional co-operation 
with the central banks of other nations. 

(Refer to Central Banks, described in pages i3a-£35). 

Broadly a good banking system should help to promote 
exchanges, production and ultimately consumption. It should 
help to organise and stimulate economic progress. 

The value of banks— the advantages which a country 
derives from a good banking system. 

Bankers— ‘^potent, grave, and reverend signiors,** most 
of them— earn good profits for themselves and render great 
services to the economic life of a country. Satisfactory agri- 
cultural, industrial and commercial development in any country 
is possible only with a proper banking system. 

A country secures very important advantages from a good 
system of banking. 

(1) Banks economise greatly the use of gold in the exchange 
Etoonomy in the use medium by issuing notes, and also by 

of the cheque system. 

(2) Banks collect from thousands of depositors small sums 

which would have otherwise remained 
reactive would have been used in unpro- 

^ ductive expenditure ; and they make 

these sums available for productive enterprises. This is done 
by savings banks, investment banks and also by commercial 
banks. 

Large investment banks provide ample capital for industrial 
enterprises and thus help the industrial progress of the 
^community. 

The money lent by commercial hanks is lent for short 
periods only ; but such short-period bank loans promote the 
•continuity of industry by enabling manufacturers and merchants 
to get funds for their operations immediately by discounting 
their bills instead ^ waiting for the time when the bills will 
fall due and be paid by the debtors. 
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( 3 ) A very important service rendered by banks is tips r 

They lend freely to capable business 
■ men, and in this way the best business 

men, even when they have little or no 
•capital of their own, are enabled to extend rapidly their business, 
and to become leaders of industry. 

Society greatly gains by this increase in the efficiency o£ 
industry. 

(4) A large foreign trade with a small amount of metallic 

money is made possible by the foreign, 
foreign exchange operations of banks : and the 
foreign trade of the country is facilitated 
in many ways by a good system of banking. 

The entire industrial and commercial organization of a 
modem community is intimately bound up with its banking 
system. The work of production, the internal as well as the 
external trade of a country, they all depend very largely upon 
banking facilities. 

The stability of banks and their prudent and at the same 
time enterprising management are absolutely essential to the 
industrial progress of a country. 

ii^Qualities to be possessed by good bankers. 

^^Reputation, reputation, reputation — this is the cry of 
the hapless Cassio in Shakespeare’s Othello, To the banker 
also reputation is of the first importance. So long as he is able 
to maintain his reputation, he is able to continue his work of 
credit manufacture with profit for himself and for the business* 
community in general. ^ 

Good judgment about business men and business 
enterprises and prudence are the qualities required in a banker, 
engaged in commercial banking. The banker, engaged 
in investment banking, must have, in addition, courage to 
i 

*In Bagehot*s expressive phrase, a banker is a kind of solvency 
meter. Some of the wisest heads (la. bankers) in Hfiglaad pass their 

time thinking whether other people will pay their dd&ts they lend 

to people wno have business capacity and will be able to repay anal 
thus help the development of Industry. 
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finance new undertakings (factories, aojines, railways, ete.), and 
approiniate managing ability. Sir JoW Palstaff, the fat old 
knight, jokingly said that he 'was a ooiward by instinct’ before 
the true prince. But investment bankers must be courageous by 
instinct in relation to the princes and kings of industry ; onhr^ 
sudi investment bankers are able to serve best the needs of 
industry. 

The nMmetary and systons of a eoantry. Tlw 

Worid Factmr. • 

It has been pointed out already (Refer to page loo) that at the 
present day the existence of a go^ system of money in a country 
depends upon national causes and also upon world causes. The sanie 
is the case with the existence of a good banking system in a modem 
country. 

In the pre-war world with the international gold standard function- 
ing and satisfactory banking arrangements in almost all leading 
countries, every important country found it comparatively easy to main- 
tain a good banking system. Of course there were difficulties in some 
periods. But gradually for every leading country a safe and adequate 
banking system \^as being developed. The financial (banking) crisis of 
X931 spreading from Austria and Germany to !britain and forcing most 
countries off the gold standard showed clearly once again how the 
banking system in every important modem country depends upon and 
is much influenced by banking conditions in other parts of the world. 
The importance of the world factor in connection with satisfactory 
banking arrangements in every modern country has got to be sufficiently 
emphasised. 

The nations of the world in monetary as ^ell as in banking matters 
must become more international-minded, must leam to co-operate more 
and more with good sense and with genuine goodwill. Otherwise full 
economic recovery from the world-economic depression and further spells 
of high economic prosperity will remain as far ofl as ever. The central 
banks of the world can perform very useful services in this work of 
international co-operation. 

CREDrr AND PRICES. 

What is the influence exercised by credit on prices? Does 
credit affect price in the same way as is done by money? Or 
is it done in any other way ? And in what way ? This is one 
ef the controversial topics of Economic Science. There is a 
multitude of theories on the subject, and some of the theories^ 
are givmi bdow. 
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^ Credit and Prices. 

(1) Credit lias no influence on prices. 

(a) Walker. 

The general level of prices is determined by the supply of 
end the demand for the standard medium of exchange. On the 
level of prices thus fixed, credit transactions occur ; and these 
credit transactions cancel one another ultimately without the 
use of money, and they have no influence on prices. 

(Prof. Kinley points out that Walker's view is defective, 
that there is generally an uncancelled balance of indebtedness 
based on credit ; and this uncancelled balance creates a demand 
for money and thus credit has some influence on prices). 

(2) Credit influences prices to the same extent and in 
the same way as money (MiU). 

(a) Mill 

Mill holds that credit is virtually purchasing power, and so 
credit has the same effect on prices as money. 

Mill's theory, however, does not give suflScient attention to 
the fact that in a credit transaction only half the transaction is 
completed now, the remaining half being completed only at 
some later time by the payment of money — so money is required 
for the completion of a credit transaction. ^^In other words, 
it is a question not simply of purchasing power, hut of liquidat- 
ing power . So credit cannot have the same influence on prices 
as metallic money. 

(3) Credit influences prices but not to the same extent 
as money. 

The truth lies midweiy hetwjeen the positions of Walker and 
MiU. 

And the correct view may be thus expressed. Money is 
purchasing power and it is liquidating power to the s^e esrtent. 
Credit is purchasing power, but it is not liquidating power to 
Hie same extent. To serve as a basis for credit transactions, a 
•cesttBon quantity of money must be kept as a reserve, and this 
Werve is withdrawn from the drculation and is'not disposable 
for cash transactions. The credit tends to raise prices by in- 
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cre{isuig purchasing power and the reserve tends to lower prices 
by withdrawing metallic money from the circulation. The 
amount of credit is greater than the amount of the reserve and 
so the net result is that credit raises prices to a certain extent 
(but not to the same extent as is done by the same amount 
of metallic money). 

Taussig’s view. 

(a) In some cases credit-instruments only postpone the use 
of- money without serving as complete substitutes for monSy. A 
purchase on credit has the same immediate effect on prices as 
a purchase with cash. When some purchasers are offering 
money for goods, and other purchasers are bu3dng goods on 
credit, the influence of credit is to increase the demand for 
goods and thus to raise prices. Sooner or later the goods bought 
on credit must be paid for in money ; and the money that will 
be used for making' these credit payments will not be available 
for other transactions. In those cases in the long run credit haa 
no independent influence on prices. 

(b) In many cases credit-instruments (e.g., bank notes) 
serve as complete substitutes for money and affect prices aa 
much as specie would. 


• Crisis. 

Times of difficulty in the industrial situation or the financial 
situation, when pressure becomes acute, are called crises. 


* Wesley Mitchell on Business Cycles. 

The following brief extracts from Wesley Mitchell, a leading 
American authority on business cycles, will be of interest to students. 

The Discovery of the Problem, 

It was not the orthodox economists, however, who gave the problem, 
of crises and depressions its place in economics, but sceptics who had 
profited by and then reacted against their teachings. From Adam 
Smith to Mill, and even to Alfred Marshall, the classical masters have 
paid but incidental attention to the rhythmical oscillations of trade in 
their systematic treatises. They have been concerned primarily to 
elucidate principles which hold *'in the long run^*, or apply to the 
^'normal state*\ To them crises, and depressions have been of secondary 
interest— proper subjects for special study or occasional reference, but- y 
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An {ndusirial crisis means a depression of industry in one 
or more countries often international in its scope, oontinoinif 
aometunes for years and producing far-reaching results in the 
life 6f the whole community. 

not among the central problems of economic theoxr. To force into 
prominence the fact that economic activities are subject to recurring 
phases of contraction and expansion was the work primarily of men 
who were critics, not merely ot orthodox economics, but also of modern 
sociely—men such as Sismondi and Rodbertus. 

The Theories Now Current, 

Among the factors to which the leading r 61 e in causing business 
cycles has been assigned by competent enquirers within the past decade 
are the weather, the uncertainty which beclouds all plans that stretch 
into the future, the emotional aberrations to which business decisions 
are subject, the innovations characteristic of modern society, the “pro- 
gressive** character of our age, the magnitude of savings, the construction 
of industrial equipment, “generalized over-production**, the operations 
of banks, the now of money incomes, and the conduct of business for 
profits. Each of these explanations merits attention from those who 
seek to understand business cycles; for each should throw light upon 
some feature or aspect of these complex phenomena. 

A Definition of Business Cycles, 

Business cycles are a species of fluctuations in the economic activities 
of organized communities. The adjective ''business** restricts the 
concept to fluctuations in activities which are systematically conducted 
on a commercial basis. The noun “cycles** bars out fluctuations which 
do not recur with a measure of regularity. 

The phenomena with which business cycles may be confused are 
(i) changes in business conditions which occur between the dates of 
“crises**, (2) fluctuations which aflect a minor portion of the economic 
activities of a business community, (^) fluctuations which recur every 
year, and (4) the less definitely established secondary trends and “long 
waves.** From the first of these related species, business cycles are 
^stinguished by the fact that each cycle includes one wave of rising 
and falling, or falling and rising activity, whereas the intervals between 
“crises** often incluae two and some times include three such waves. 
From the second species, business cycles are distinguished by their 
wider inclusiveness. From the third species they are distii^ished by 
not recurring annually. From the fourth species they are distinguished 
by their briefer time-span.*’— W. C. Mitchell, Business Cycles, 1930, 
pages 3, 4, II. 13 , 468. 

Robertson on causes of the Trade Cycle. 

“Of the many attempts which have been made to explain the 
phenomenon known as the Trade Cycle, there are two which appear 
at the present time to be commanding an ever-increasing measure fif 
ssaent# According to the one, the main cause of trouble is to be found 
in the defects of our monetary system ; accoiding to the other, in defects 
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The financial crisis, on the other handi lasts only for a few 
4 ays or weeks, affects directly bankers and commercial men 
and is primarily connected with questions of money, hanldag 
and credit. 

The industrial crisis and the financial crisis are closely 
•connected, they are really two phases of one and the same 
phenomenon. At a certain stage of the industrial crisis, 
generally a financial crisis begins and intensifies the situation. 

Periodicity of Crises. * 

The recurrence of crises at regular periodic intervals of lo 
•or 12 years has been frequently noticed by economists. The 
idea of periodicity is suggested by an enumeration of recorded 
years of acute commercial distress in the igth century — 1815, 
1825, 1836-39, i847» 1857, 1866, 1878, 1890. 

The doctrine of periodicity of crises was strongly held by 
Prof. Jevons among other economists. In his famous sunspot 
iheory he held that the periodic recurrence of crises is to be 
explained by the periodic recurrence of sunspots at intervals of 
10 or 12 years. Sunspots affect the weather in all parts of the 
earth and influence the production and prices of corn and other 
things, and bring about crises. Jevons’s sunspot theory has not 
been widely accepted. 

The element of periodicity in crises is exaggerated by 
•certain writers ; but that there is some periodicity is undisputed. 


in the {udgment and temperament of the leaders of the business world. 
It seems to me clear that there is a great deal to be said for both of 
these explanations : but I have never been able to give unqualified assent 
to either of them, or to any combination of the two. I suspect that 
the minds of some modem writers are undulv influenced by certain 
exceptional features of the great post-war boom and slump : I hold 
that far more weight must be attached than it is now fashionable to 
attach to certain real, as opposed to monetary or psychological, causes 
of fluctuation : and I am glad to be able to appeal to the pronouncement 
•of Professor Cassel that— 

**as long as there is a will to progress, and as long as the material 
conditions ^ the satisfaction of this desire require a large use of fixed 
•capital, we must expect a fluctuation in the productive activity of the 
community akin to the present trade cycles.’* D. H. Robertson, 
Banking Policy and the Price Level, Chapter I, Third impression, May 
PP- 
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f (Guvm of Cril^i. 

To indicate the causes of any particular crisia is a diticnft 
task and of course it is much more difficult to formulate a 
general theory of crises. One writer has counted about 230 
explanations of crises and since his time the number has in- 
creased. 

(I) ni-adjusted production— an important objecthra 


^e industrial crisis is due to a want of adjustment between 
production and consumption. 

This want of adjustment of production to consumption . is 
found in the production of more consumable commodities 
than can be sold at a profit ; the want of adjustment may be 
found in the making of excessive quantity of new capital 
e.g., excessive and unprofitable railwajr construction, or 
machinery construction etc. 

And this kind of mal-adjustment is prominent during times 
of rapid industrial changes. 

(II) Psychological and other Causes. Credit and Crisis. f 

Climatic conditions bringing about extensive crop failures,, 
wars and such other things bring about a general depression 
of industry often culmiifating into a crisis. 

* “Industrial denression due to maladjustment in the division of 
labour, and especially in the making of new capital. Railways; iron 
and steel production. The psychological factor ; the contagion of 
business optimism and depression.... During the period of depression, 
the machinery of production and exchange is out of gear Maladjust- 

ment in investment; making of new capital beyond the limits set by 
available savings’* — ^Taussig, Principle of Economics, Vol. I., p. 388. 

Oriuis and Credit. 

t ”An improvement of credit may have its rise in the opening out 
of foreign markets after a war, in a good harvest or in some other 
definite change ; but more often it arises from the mere passing away 
of old causes of distrust, which had their origin in some previous mis- 
fortune or mismanagement. Whatever its ongin, when, once begun it 
tendf to grow. Bankers lend more by book credits, and if they are 
iasuer of notes, they increase their issues. Other businessmen trust 
ihdr customers readily : bills of exchange multiply : new undertakings 
lire started : orders arc given to builders and manufacturers : orders 
are given for additional machinery and other plant 
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SooBomists* rightly lay giaat atress on ihe psyobological* 
factor in crises. 


This movement goes on for some till ^at last an 'enoniMilis 

amount of trading is being carried on with credit and with borrowed 

money The lenders of credit already wish to contract tlieir loana 

and me demand for more loans raises the rate of interest very bijgn. 
Distrust increases, those who have lent become eager to secure <thca[i» 
selves : and refuse to renew their loans on easy or even on any terms. 
Some speculators have to sell goods in order to pay their debts : and by 
so doing they check the rise of prices. This check makes i|)l othbr 

speculators anxious, and many rush in to sell When a large 

speculator fails, his failure may cause that of others who have lent their 

credit to him ; and their failure again that of others As crefdit by 

growing makes itself grow, so when distrust has taken the place of eoga- 
ndence, failure and panic breed panic and failure. The commercial 
storm leaves its path strewn with mins. 

An adverse movement of the exchanges is often both a symptom and 
a cause of a slackening of the flow of credit. 

The immediate occasion of a commercial crisis has often 

been a few business failures, that would have been unimportant if th«^ 
solid framework of business had not been overlaid by much rather loose 
credit : but the real cause was not to be found in those small failures. 
It iay in the slender hold which much credit at the time had on solid 
foundations.** (Marshall— Money, Credit and Commerce). 

Prof. Taiissijg notices the two phases of crises ; industrial depression 
and financial collapse (financial panic). During the period of depression, 
the machinery of production and exchange is out of gear. And he, li]^e 
Prof. Seligman, emphasises that crises are essentially connected with 
credit rather than with general overproduction or underconsumption. 
‘•The problem which they present relate vlargely to monev, banking, 
credit; for a solution they point to the improvement of intelligence and 
the possibility of conducting industry w^ith progress and yet without 
irregularity. They are little related to those supposed limitations of 
demand and those possibilities of permanent overinvestment, which are 
urged by the persons who maintain that there is danger of general- 
overproduction.*'— (Prfnc/^fS5, Vol. II, Chapter 41). 

Prof. Seligman does not recognise any serious distinction between 
financial and commercial or industrial crises. And he asserts that a 
crisis is due not to overoroduction nor to under-consumption— it is due 
to overcapitalisation. “Crises* are sometimes classified as financial and 
commercial or industrial crises. In point of fact, since the bank is the 
nerve centre of modem business, all crises are financial crises 

Crises are essentially modem phenomena. They are a product of 
the new system of business enterprise, built upon capital and credit. 

During the nineteenth century a certain rough periodicity 

may be observed in the world crises transmitted from countrv to country. 
The important ones were those of 1825, 1837, 1847, 1857, 1873, 1884, z8^, 
1693, 1900, 1907 And the war panic of 19x4. The surface facts of the 
phenomena are familiar. 

According to the^poiBt of view fimn which the subject is apprsaclicA# 
the explanation usuatty .giveftJa.that^ol oveyp s odwetion w \ 

n— 13 
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During* n crisis panic spreads, and so many fail who would 
not otherwise have failed. Depression in the minds of buriness 
men continues even after the objective causes of bad trade have 
fbeen removed, and so trade languishes. After a time business 
men recover their spirits. Enthusiasm is catching, trade revives 
jrapidly, till through an excess of sanguine enthusiasm business 
men rush into overtrading which again brings about a collapse. 

A crisis generally begins after a period of business 
prosp/erity when prices are high and there is plenty of credit 
nnd also plenty of emplo 3 rment for labour. In such a period 
of prosperity, business expands, new enterprises are launched. 
Suddenly comes a period of hesitancy and uncertainty. 

The new enterprises begin to find obstacles in their way. 
There is scarcity of money in the bank reserves, the rate of dis- 
4Count rises, and there is a collapse generally precipitated by the 
failures of some big speculators or bank or banks. 


tion. The theopr of overproduction states not that there is a general 
glut of commodities— for that urould imply there can be too much uealth, 
which is absurd— but that there are more goods than can be sold at a 
profitable price. Whether this overproduction starts with particulor 
icommodities and becomes relative overproduction or extends to all com- 
modities and becomes general overproduction is immaterial. The 
remedy for crises then would be to produce less, either of certain things 
or of all things. On the other hand, the theory of underconsumption 
•emphasises the inability of the consumer to pay enough to keep the 
in^strv going. Were the consumer to save less and spend more, crises 
might be averted. 

The true explanation of crises is somewhat different The whole 

ffoblem is one of capitalisation A. period of s[ood times may 

be initiated by large orders for some particular business— due, for 
Instance, to a navy programme, to internal improvements, to a war, or 
to any other large demand. Prices rise in Uiat business, production 
increases, the movement spreads to other lines, and the new enterprises 
;are financed by loans froip the banks or by tlie sale of the securities 
on a capitalisation proportionate to the anticipated earnings. The 
psychological character of these credit transactions is such, as we have 
«een, that the capitalisation will inevitably be put too high. The hoped- 
for earnings do not come in an amount sufiScient to justify the invest- 
ment The process of readjustment of overcapitalised values 

necessarily involves loss; but readjustment there must be. If the reali- 
iHitlon of its necessity is sudden, we have a crisis or panic; if it can 

1>e tMfought about gradually, we have a process of liquidation 

Overproduction may indeed accompany overcapitalisation, but the 
emphasis is to be put on the discrepancy between the investment and 
ttfie fetnms. In this sense all crises and depffssions are credit pheno* 
ijfiena.*'^ (Seligman— Frifidp^ss, pages 54^*54^). 
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Then generally comes the acute stage, the financial crisis, 
'The banks are a^ed to pay 'Cash to depositors and they are 
asked by commercial men to give them loans to help them in 
meeting the crisis. Commercial men who are unable to get 
loans fail, and when the crisis is a very severe one th^re are 
several bank failures greatly intensifying the situation. After 
that comes the period of industrial depression when business 
is sluggish and few new enterprises are started. The banks 
gradually accumulate large resehre, the rates of discount b^pome 
low ; and there is again a revival o( industry to be followed 
by a crisis in cycUc order. 

Effects of • erisik 

(1) Beneficinl reaidts a crins. 

The period of depression following a crisis sometimes does 
substantial good by (restoring the proper balance of different 
parts of the industrial organism ; by checking unhealthy 
business activity and bringing atout better adjustment of 
, production to consumption. 

(2) Evils of a crisis and remedies. 

Crises have been called diseases of the economic organism. 

Crises cannot be entirely prevented so long as we have com- 
petitive industry and the credit system. There will be crises 
and the most that we can do is to mitigate their severity as far 
as possible. 

(i) The integration of industry by making possible better 
adjustment of production to consumption tends to make crises 
less frequent and less severe. 

(a) It has been suggested that the Government by con- 
structing its public works in periods of depression should 
counteract in some degree the unemployment due to the 
industrial depression. 

(3) The psychological factor is based on ignorance ; and 
so this cause of crises can be counteracted to a large extent 
by wide diffusion of knowledge among business men of the 
larger aspects of industry and the warnings of the past as 
embodied in economic histoy. 
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U) Aft regards the problem of the financial panic, the aolu-- 
tion is to have a good currency and banking system withi 
adequate reserves* 

The funttion of a reserve is to be Paid out when necessary^ 
a panic must not be starved. During a crisis, a bold policy 
should be followed as regards the reserve, and the reserve* 
should be paid out in response to calls upon it and the panic 
will Jbe allayed. 

A great central bank with a high standard of duty and 
following a bold and generous policy in offering loans to solvent 
banks, merchants and manufacturers, temporarily embarrassed' 
by the crisis, such a bank has been found by experience to be 
the most effective agency in meeting such a situation. The* 
Bank of England is such a central bank. 

The World Econotmic Depression (1929- ) and the* 

Financial crhis of 1931. Causes and effects. (Refer to the* 
last chapter of the brok). 


Sammary. 

(1) In a credit transaction, present wealth is exclianged for future 
wealth, present goods are transferred for a promise of goods to be repaidi 
at a future time 

(2) There is not enough metallic money in any country to carry on 
its entire domestic and foreign trade on a cash basis and there is an* 
extensive i^se of credit specially in large transactions. 

(3) Credit does not create capital but it is a method of production/ 
making capital more productive. Other advantages of credit are that 
it stimulates the grouth of capital, and it furnishes a more perfect and 
convenient means of payment than metallic money for large payments 
and payments between distant places. 

(4) The evils of credit consist in public or private borrowing for 
extravagant and wasteful consumption and in borrowing for excessively 
speculative or fraudulent enterprises. 

(5) The instruments of credit are cheques, drafts, bills Of exchange,, 
notes (Bank notes and Government notes) etc.; and the institutions for 
organizing credit ate banks and clearing houses. 

(6) The fundamental banking functions lure borrowing and lending 
•HI bank borrows to lend. These functions are performed by the deposit,, 
discount and note issue operation^ of banks. A bank len^ its capital,, 
but its more important function is to 'lend iHs mdit. .. 
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(7) Notes issued under the currenqf pfindple are stevre but in* 
^elastic, notes issued under the banhtng pri|ipiple are less secure but 
mote elastic. 

(8) There are two kinds of bankinf systems (x> a centralised ImiAh 
ing system with a Central Bank having a practical monopoly of note 
issue, keeping the ultimate banking reserve of the country, and acting 
as the fiscal agent of the Government (2) the decentralised system. 

(9) The central bank of a country (a) controls the note issue, 
(b) controls credit, helps, guides and safeguards the other banka, (c) is 
well fitted for meeting a crisis (d) and ofiers very considerable advantages 
to the Government and the economic life of the nation. The Central 
Bank is the bankers* bank and also banker to the Government, 

(10) Bulks confer great benefits on society. 

They economise the use of gold, make capital more productive, pro- 
mote the continuity of industry, he'^ in the social selection of the best 
captains of industry, encourage saving, create a part of the medium of 
exchange and facilitate foreign trade. 

(xz) Credit influences prices but it does not exereiae dm saano 
amount of influence as money. 

(12) Crises are periodic and are due to maladjustment of prodtke- 
tion and consumption. The influence of the psychological factor is 
important. The relation of credit to crisis is to be carefully notioed. 

QoMtimi*. 

1. What are the different meanings in which the word credit is 
*nsed? 

2. (a) “Credit is capital.’* Discuss. (C. U. 1923). 

(b) What are the advantages of credit and what are its disad* 
-vantages ? 

3. What is a cheque ? a bill of exchange ? a draft ? 

4. What are the various functions performed by banks? (C. U« 

19231 1924)- 

5. Write a note on the clearing system. 

6. “Bank deposits in modem times have changed from deposits of 
.cash to deposits of credit.” Explain. (C. U. 1927)- 

7. Explain the banking proposition— loans create deposits. (C. U. ^ 

2930)* 

8. Explain the processes by which banks create credit. What is J 
the effect of credit on prices? (C. U. 1932). 

9. Discuss the various factors which influence the discount rate. ^ 
What is the relation between the discount rate and the general interest 
irate? (C. U. 1933)' 



198 


OVTUNES OF ECONOMICS 


Wbut is the bank rate? (C. U. 1924). 

/to. Indicate the objects for which bank reserves are held. Discnssi 
the merits of the various ways by which the banks of different countries 
protect their reserves. (C. U. 1933 and C. U. Hon. 1933). 

/^ix. Bvamine the place of a Central Bank in the currency and 
banking system of a country. (C. U. Hon. 1930). 

^12. What is the importance of stabilisation of prices? Discuss the 
role of banks in maintaining stability of prices. (C. U. Hon. 1930). 

/iB^plain the funct'ion of the Central Bank in maintaining (a) intemar 
stability, (b) external stability in the value of money. 

13. Give a short account of the currency principle and also the bank- 
ing principle. 

14. Describe the actual systems of note issue in England, France,. 
U. S. A., Russia. 

15. Describe briefly the English Banking system noticing any 
characteristic peculiarities and special features. 

16. Argue the case in favour of a true Central Bank for India. 
Give your opinion as to w^hether the true Central Bank for India 
(a) should be a shareholders* bank, (b) should work the sterling 
exchange standard, (c) should maintain the rupee at the value of 
IS. 6d. sterling. 

17. Discuss the nature of credit and consider its influence on 
prices. (C. U. 1929). 

18. Write a note on crisis. (C. U. X913). 

19. What are the essentials of a good monetary system? What are 
the advantages which a country derives from a good monetary system ? 

20. State carefully the essentials of a good banking system.. 
Describe the advantages which a country derives from a good banking^ 
ay stem. 



SOME EXTRACTS FROM 
THE MACMILLAN COMMITTEE REPORT. 


(1) Various dassM of Financial Institutions (Banki^ 
otc.) in a modern country. 

**Bul underneath the diversity of functions assigned to the ^arion» 
classes of financial institutions, there may be discerned certain general, 
features which may be summarised as follows : — 

(i) Every advanced financial organisation possesses a market in: 
which funds available only for very short periods are lent out. This* 
is designated the calUloan market. The immediate effect of an increase* 
in the supply of credit is usually an increased flow of funds to this* 
market, whether, as in New York, it is primarily associated with the 
Stock Exchange, or whether, as in London, it is primarily associated 
with the market in bills of exchange, i.e., the discount market. 

(ii) Every organised system possesses a market in which the 
supply of and the demand for shorUperiod loans is balanced. To bring* 
short-period lending into relation with short-penod demands for 
accommodation is the primary function of commercial banks. 

(ill) Every organised system includes a market for the adjustment' 
of the supply of and the demand for new long~perlod capital. This fa 
the capital market in the ordinary sense of the term, which prepares and 
offers new securities to those seeking opportunities for investment. 

(iv) In addition, and as an inevitable accompaniment of the capital’ 
market, there must be an organisation capa1% of transferring owneiv 
ship rights in already existing securities, liiis organisation is the 
Stock Exchange. 

(v) There are usually special organisations dealing with the supply 
of savings of a special character, or linking rp the flow of savings with 
the demand for savings for special purposes. Into this category fall 
the insurance companies, the savings banks, agricultural mortgage 
banks and other ann logons institutions. 

If the multifarious character of those functions, and of the agencies 
which perform them, is borne in mind the question of co-ordinatioti' 
naturally arises. How is it possible to attain equilibrium between forces, 
of so diverse a character? In the first instance, of course, equilibrium 
is attained, as in every market, through the medium of rate or price; 
if the whole system is in equilibrium, then there will be a definite 
relation.ship between the rates of interest or the price of loans in every* 
one of these markets, and between these rates and the expected retunl* 
on long-period capital. Moreover since the financial structure of every ^ 
country influences, and is influenced by, the financial structure of oUi^ ^ 
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GOttntries, the whole system of money markets will be in a position 
of mutually determined equilibrium. Since under an international gold 
standard international prices tend to a common level; since, further, 
price movements are influenced by events in the » money markets, and 
the money market is influenced by price movements, a self-determining 
equilibrium of all the factors, national and international, is attainable, 
given a sufficiently long period of time, and the absence of disturbing 
causes. Thus variations in the rate of interest charged appear to be 
thh appropriate instrument to bring about harmony.’* 

(2^ The International Gold Standard. 

Refer to pages 18-24 pages 108-110— Macmillan Report, also 

pages 81-84 of this book. 

(3) Main Objective of Central Banks to bUntajn 
Stability. 

The main objective of Central Banks acting in co^petation in the 
enfinagement of the international gold standard should be to maintain 
ihe stability of international prices both over long periods and over 
short periods—i.e*, they should both keep the average steady over a 
period of years and avoid fluctuations round this average from year 
to year. Or alternatively — if this alternative were to receive superior 
support — they should prevent prices from falling to a greater extent 
than is. justified by the increase in the efficiency of production. 
Stability over long periods is largely a question of the adequacy of the 
quantity of gold available for their reserves taken in conjunction with 
Jthe proportionate volume of credit created on this basis; stability over 
short periods, or in other words the mitigation so far as possible of 
the Credit C3'cle, is we believe, largely a question of co-operative 
monetary management.” 

J (4) Tbe Bank of England. 

(a)' The Bank of England Note Issue. 

As regards the right principle for regulating gold reserves in the 
Ranged circumstances of to-day, we mav, without entering into a long 
.argument, summarise our views very briefly as follows 

(i) If it is thought unnecessary to fetter the discretion of the Bank 
England in regard to the volume of its deposits, which in a modern 

system is the significant and operative factor, there can be no good 
reason for fettering very narrowly its power to issue notes. 

(ii) There are great advant^g^ in a high degree of mobility for 
tl}e gold reserves of Central Banks For the task of reconciling inter- 
jiatioaal exchange stability with domestic cre^t stability will be made 
SB/adi easim* if the Central Bank ia free on occasion to aliow wider 
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'flnctnatiotii in tht proportkni of it» total atacts wlildi^ i# made 'ol^ 
jgold and comparable itema* It ia also desirable that thef pablk sheiM 
t)ecome accustomed not to attach undue importance to fluetuftloiis 
which the Bank has deliberately permitted. 

(iii) In present circumstances it is highly desirable that throughout 
the world the disadvantages of the immobility of gold| and of laws 
whereby a very high proportion of the world’s total st^ of ^d is 
rendered sterile, should be modified, and we should not maintain any 
legislation which conflicts with this aim. 

(iv) Nevertheless, it is not unreasonable to regard some pajt of a 
conntiy’s gold reserve as not belonging to the Central Bank’s masse 
de manceuvre for normal daily uses, but as an ultimate reserve, not to 
be brought into consideration in ordinary cases, but kept as a last 
resort for use only on grave national occasions and after special 
deliberation between the Government and the Bank. Such a reserva- 
tion can be justified both by its efiect on confidence and in itself. 

(v) The proper amount of this ultimate reserve cannot be reached 
as a fixed proportion of the note circulation (which is the usual principle 
abroad) or as the excess of the note circulation over a fixed figure 
(which is the principle of British fiduciary issue). For it depends on 

-quite different factors from those which determine the note issue. 

A change, for example, in the habits of the public in paying by note 
-or by cheque respectively cannot affect the appropriate amount of the 
gold which we hold against emergencies. 

The best form of limitation on the discretion of the 

Bank of England in regard to the volume of its note issue, is, we think, 
the system which prevailed in France for many years before the War, 
namely, an absolute maximum subject to modification from time to 
time by law or by Treasury Minute. 

We consider, therefore, that the best means of regulating the note 
issue and the gold reserves of the Bank of England would be the 
^following : — 

(a) That Parliament should give the Bank of England power to put 
into circulation notes to an amount exceeding by a moderate figure 
what has been found by experience to be the normal note circulation. 
Thus if we take the seasonal maximum of the present note circulation 
(exclusive of notes in the Banking Department) at 000^000, the 
•absolute maximum beyond which the Bank of England must not go 
might be set at ;C4oo,ooo,ooo, this figure being subject to modification 
by law from time to time. I^ovision should also be made for additional 
*temporary elasticity by permission of the Treasury on application by 
(the Bank of England similar to the provision in the Act of 1928. 

(b) That the Bank of England should by law flot be permitted to 
ullow its gold reserve to fall below (say) £75>ooo»ooo, except temporarily 
by pemission of the* Treasury in accordance (again) with a procedure* 
uimilar to that laid down ia the* Act of 1928. In profM>sing this figure' 
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as a statutory miniinnm we do not contemplate that the Bank of England 
wonld actually allow its gold to fall so low in any ordinary circumstances. 

We should add at once, to prevent misunderstanding, that we are 
not in favour of a reduction in the Bank of England’s normal stock of 
gold. So far from this being the case, we recommend in para,. 354 
below that Bank’s normal holdings of gold or its equivalent in foreign^ 
exchange should, in view of the large liability of London as an inter* 
national banking centre, be larger than they have been in recent years* 
What we envisage therefore in the future is a Bank of England with 
both increased resources and greater freedom. It is necessary, however,, 
to say ffiat freedom and willingness if occasion requires, to export gold 
in considerable amounts presupposes power also to draw it back from 
abroad in case of need. This again presupposes that this country 
maintains a sound position in respect both to its Government finances^ 
and its balance of payments.” 

(b) The Separation of the Departments. 

”0n more general grounds we see no advantage in the separation 
of the departments. It is confusing and misleading to any one uho is 
not an expert. In particular the Bank’s so-called ’’reserve” and its 
so-called “proportion” have quite different meanings from those attach- 
ing to these terms elsewhere and lend themselves to erroneous com- 
parisons with otlier institutions and to an under-rating of the real 
strength of the Bank of England. It is inconceivable that anyone 
settling the matter afresh to-day would devise the present form of 
statutory return. Moreover, if our recommendations made above for 
the future regulation of the note issue and the gold reserves are adopted, 
the separation of the departments must necessarily come to an end.” 

(c) The Relations of the Bank of England with the Joint Stock 
Banks. 

“In the United States the member banks of the Federal Reserve 
System are required by law to maintain balances with their Reserve 
^nk bearing a specified relation to their deposits. . . . 

In Great Britain there are no legal requirements 

We recommend that thb London clearing banks should aim at the 
maintenance on the daily average of each three-monthly period of an 
amount of cash in bank notes and balances with the Bank of England 
of not less than 10 p.c. of their deposits. 

For banks other than the London clearing banks, we have not 
available the statistical information necessary to make a definite recom- 
mendation as to their cash balances 

We have* already expressed the opinion that the resources of the 
Bank of England ought to be augmented with a view to increasing both 
the amount of its own liquid reserves and the amount of its earning: 
assets available for various types ot open-market operations 
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The adoption of these reconmietidatioim wonld provide some* kiercMe 
in the resources of die Bank of England. But it would not, we think, 
provide a sufficient increase in view of the considerations which we 
have urged above. We suggest, therefore, that the Bank of England 
should consider an appropriate increase in die amount of its capital." 

(d) Proposal relating to the Capital Market for Home Investment, 

"Each great financial centre has its own ^aracteristics. But the 
City of London can still claim to be the most highly organised inter- 
national market for money in the world. Its freedom and elasticity are 
without parallel 

It is noteworthy, however, that, speaking generally, the ex^ptional 
merits of the City of London lie in the facilities given by the short-term 
money market for the employment of home or foreign funds; in the 
financing of trade and commerce, also both home and foreign; and in 
the issue of foreign bonds, as distinguished from the financing of British 
industry. The combined facilities offered by the accepting houses and 
the discount market have for very many years been made use of by 
bankers, merchants and traders throughout the world; they have been 
equally available to, imd have in fact been largely mode use of by British 
merchants and traders. In so far as these facilities have not been even 
more largely made use of by the latter, the reason must lie in the fact 
that they have been able to find all the credit they wanted as cheaply 
or even more cheaply from the joint stock banks themselves. But the 
relations between the British financial world and British industry, as 
distinct from British commerce, have never been so close as between 
German finance and German industry or between American finance and 
American industry. 

Taking first the very broadest view over the modem world, we 
believe that in any community which wishes to keep in the van of 
progress the finandal and industrial worlds should be closely integrated 
through appropriate organisations * 

In a second direction we see advantages in a closer co-operation of 
industry and finance. It is all-important to the community that its 
savings should be invested in the most fruitful and generally useful 
enterprises offering at home .... 

While from the investor's point of view there would be undoubted 
advantages in a closer connection between Britush industry and the 
City of London, we think that the financial community and industry 
would both benefit. We believe it not unfair to say that certainly in 
American and German banking circles, and possibly in French also, 
there would be found many more men with an intimate knowledge of 
the problems of industry than in England 

.... In general we are satisfied that, subject to tlie conditions 
imposed by the necessity of accommodating ourselves to the outside 
world, our banking system is adequate and satisfactory in the provision > 
of the normal short^redits to industry and their distribution 
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There are two other qwesttom; whether our fintmeM orgamtsation is 
4 t fitted as it might be to supply industry (i) with inietmeMaie credit 
‘4md {ii) with long-dated capital. 

Intermediate credit may be defined generally as credit advanced for 
periods ranging from one or two up to five years. It is necessary, 
we think, to divide into at least three main classes the types of 
transactions for which intermediate credit is required, namely : {1) hire 
purchase or instalment sales, (it) advances against deferred payment, 
(Ui) long-term contracts 

Coming back now to the more general question of the relations 
between (nance and industry, and in particular to the provision of long- 
dated capital, we believe that there is substance in the view that the 
British financial organisation concentrated in the City of London might 
with advantage be more closely co-ordinated with British industry, 
particularly large-scale industry, than is now the case ; and that in some 
respects the City is more highly organised to provide capital to foreign 
countries than to British industry 

It would seem d'sirallc, therefore, that the Bankers* Industrial 
Development Company should at a convenient stage be definitely 
separated from the Bank of England, have an independent existence, 
and rely upon its profit-making capacity as a private iniititution. It ia 
possible that it might form a nucleus for that closer co-operation between 
finance and industry which we think is required. 

There is no reason why the field should be limited to any one 
Institution. ...” 



CHAPTER m. 


Intematioiial Trade and Foreign Exchange, 

International trade, as its name implies, is trade between 
nations ; and it is to be distinguished from home trade, i.e., 
commercial dealings taking place within a single country. 

Is there a separate theory of international trade 

(as distinguished from the theory of home trade) > 

Home trade results from division Of It^bour and secures 
large economies from this division of labour and benefits all 
parties concerned? International trade also does this only on 
a more extended scale and embracing many nations and is thus, 
in important respects, similar to home trade. 

There are however real scientific grounds for having a 
distinct theory of international trade. The real reasons why 
there is a separate theory of international values as distinguished 
from the theory of home values ts that labour and capital 
flow much less readily between country and country than 
between different parts of the same country. Labourers do 
not move freely from their country to another country — the 
ties of nationality, language, religion, and also poverty, 
ignorance and want of enterprise hold the vast majority of 
people to the land of their birth Iiitenationallv, capital 
though not so immobile as labour still possesses a considerable 
amount of immobility. Most people like to invest their capital 
in their own countries, and are comparatively unwilling to 
invest abroad. 

Differences in the monetary systems of different countries, 
differences in the regulations made by different Governments 
for controlling international trade, and colt of carriage from 
ojxe countty to another^these are all factors, each to he noticed, 
in a complete ibeovy cf international trade. t ' 
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* Intanuitioiud values. 

The theory of international values deals with the question — 
what causes determine the proportions in which trading nations 
exchange their products (Cairnes). 

In other words how are international values, {the values at 
which goods exchange in international trade) determined 7 The 
solution of this problem is to be found by a proper application 
of the fundamental principles of demand and supply which 
apply to all cases of value. 

While discussing the values of commodities within the 
same country we assume that labour and capital are mobile and 
move freely from one part of the country to another ; and the 
normal value of a commodity within a country under these 
circumstances is determined by its cost of production within 
the country. 

t 

In discussing international values (as distinguished from 
values of commodities within the same country) we assume 
that products move from one country to another but that labour 
and capital do not move so freely from country to country. 


* This is the theory of the English writers as developed by 
Ricardo, Mill and Cairnes. l* ** rof. Edgeworth accepting Ricardo as the 
founder of the theoiy asserts that *Mtlrs exposition is still unsurpassed’. 

The English theory has not been widely accepted on the continent. 

Prof. Seligman, a noted American writer, makes the following 
observations in connection with the theory of the English economists : 

**lt was long supposed that the principles of international trade 
difiered from those of internal commerce, in that the former was subject 
to the law of comparative cost and dependent on the existence of non- 
competing industrial groups. We now know that the law of compara- 
tive costs or of reciprocal demand is the explanation of all exchange 
and that non-competing industrial groups are found in internal industry 
as well. Trade takes place between nations as between individuals, 
because of relative, not of absolute advantages. One country A may 
produce a certain class of commodities at a lower cost than B and never- 
theless find it profitable to import them, because A can produce other 
commodities still more cheaply than B. It will be advantageous for A 
to export the second class of commodities and to receive pay for them 
by importing the first. The entire body of economic doctrine elaborated 
by Ricardo, Mill and Cairnes, tending to show that international trade 
rests an the equation of reciprocal demand and comparative cost, has 
no iMstinctive application to international exchange and therefore calls 
for no special discussion here/*^{Pfineiples, duipter xxxii). 
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This iniemaiional immobilUy of labour and capital gives 
the key to the theory of international values. 

Lei us begin with a simple case. Let tis assume only two 
countries, England and France^ engaged in international trade ; 
and they are carrying on an international trade in two commo- 
-dities only viz., silk and woollen goods. 

The relative cost of production of silk and woollen goods 
in France differs from the relative cost of production of silk 
and woollen goods in England, and this difference is due to 
the fact that labour and capital do not move freely from &gland 
to France and from France to England. 

And it is the difference in comparative costs which leads \ 
to international trade. International trade begins between' 
any two (or more) nations as soon as there is a difference 
in comparative costs. Let us see how the thing works. 

Suppose in France the same cost will produce 15 yards of 
silk or 16 yards of woollen goods. 

And suppose in England the same cost is required for 
producting 15 yards of silk or 20 yards of woollen goods. 

England (as compared with France) has the greater relative 
advantage in the production of woollen goods ; and France 
(as compared with England) has the greater relative advantage 
in the production of silk goods — so England will produce 
woollens and France will produce silks, and England will get 
from France the silks she wants in exchange for her woollen 
goods. 

A country tends to export things in the production of which 
it has a comparative advantage, and it tends to import things 
in which it has ai^ comparative disadvantage. 

(i) .International values of woollen goods and silk will lie 
between the limits imposed by comparative cost^ ; the ratio at 


* Note that in comparing coats we compare not the coats of prodno 
tion of the same commodity in the two countries^ but that we compare 
the costa of production of the two commodities (silk and woollen goods) 
in England and we compare the costs of production of the same two 
commodities in Prance, costs of commodities «(forming the subject 
of international eueha^) within the same country are compared. 

Also note that theseis the assumption that silk in France and woollen 
goods in England gre produced under condituMia of constant return. 
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which Borland will exchange wooBen igoods with lalk from 
Prance will be between 

X5 yards of silks: 20 yards of woollen goods (oomparative 
cost of >inlks and woollen in England). 

15 yards of silk=r6 yards of woollen goods (comparative 
cost of silks and woollens in France). 

(ii) Suppose under certain circumstances, the ratio of ex- 
change between the two countries is 15 yards of silk =165^ yards 
of woollen goods. With an increase in the demand for silk 
goods in England, England will be \jrilling to give more woollen 
goods in exchange for each 15 yards of silk — the rate of 
exchange may become 15 yards of silk =17 yards of woollen 
goods or 15 yards of silka=T8 yards of woollen goods etc., 
according to changes in demand for woollen goods in Prance 
and for silk goods in England. 

Within the limits imposed by comparative costs, the parti* 
cular ratio of exchange between the commodities is thus deter-- 
mined by the intensity of reciprocal demand in the tradingr 
countries. 

The ratio of exchange must be such that in the long run 
the total values of woollen goods and silk goods exchanged 
must be equal. 

In our illustration we took only two nations and two com- 
modities for the purpose of making clear the essential principles 
involved. 

Now we enlarge our figure to life size. In actual pr^ctice^ 
we have trade not between two nations but between many 
nations*; and the commodities which are exchanged in inter- 
national trade are also ntmerous. But trade among any number 
of nations and in any number of commodities must take place 
on the same essential principles as trade between two countries 
and in» two commodities. 


Bat the two commodities exchanged may be different and may be snbject 
to diminishing or increasing return. Also there may be ncm^mpenng 
groaps within the same conntnr. For the inflnenee of sndi factoro lin 
the theory of international value, refer to C. F. Beatable, Theety of 
Mnterfiaii<mat Trade, Chap, n and F. W. Tanssigt Jniefmdionat Trade. 
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Tp gum up : 

Internattonal trade results from differences in eomparatltre 
cc«ts due to international immobility of labour and capital. 

(i) International values (the ratios of exchange between 
commodities entering into international trade) are determined by 
the intensity of reciprocal demand within the limits imposed by 
comparative costs. 

(ii) The tatios of exchange must be such that the aggregate 
value of the exports of a country must equal, in the lon^ 

the aggregate value of the imports. * * 

A iMuradox and its cocplanation. 

An interesting and apparently paradoxical conclusion 
follows from the pr|{nciple of comparative costs. A country may 
import things in which its labour is more effective than is the 
labour in the country whence they come. 

The United States can make linens more cheaply than 
Germany or Ireland, and can make flax fibres more cheaply 
than Belgium. The United States do not however produce 
linens and flax fibres, but import them from Germany, Ireland 
and Belgium. The reason is this. The United Stales, though 
possessing an advantage over these countries in the production 
of flax fibres and linens, possess greater advantages in the 
production of other commodities ; and so the country will devote 
itself to the production of those goods in which its superiority 
is greatest and will exchange these goods for other imports in 
the productioif of which its superiority though real is not so 
great. 

I Barter and moitey tihaorws of international value* 

In discussing international values, English economists generally 
regard international trade as the barter of commodities. This is the 
method followed by J. S. Mill and Caimes, and also Marshall, Bastable 
and Edgeworth. 

In his Principles, Vqfi. II, Nicholson has preferred to treat inter- 
natlpnal values in terms of money. For the comparative merits of the 
barter and money theories, refer to Bastable’s Theory of IntemaHonat 
Trade (Appen<]^ C). 

II— 14 
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Sidgwidc’s ttieory intonuitkuial value w d^endeat on 
cost of carriage. 

Sidgwick*8 theory of international value is different from the current 
theory of international value as held by Bastable, Marshall and other 
prominent Englisli economists. The current theory is that the peculiarity 
of international value depends, upon the imperfect mobility of labour 
and capital between different nations ; but Sidgwick maintains that 
international value depends not primarily on the impttfect mobility of 
labour and capital but on the cost of carriage. In international trade 
there is a double expense of (a) sending the commodities out of a 
country and (b) importing other commodities in payment for these 
exports^ and according to Prof. Sidgwick the problem of international 
value consists in tlie determination of the conditions governing the 
division of this cost of carriage between the trading nations. 

Objection against Sidgwick^s theory. 

As against Prof. Sidgwick’s view, there is the fundamental objection 
that his theory seeks to determine the division of only one kind of loss 
{viz. cost of carriage) in international trade ; and it furnishes no sedation 
of the division of other losses in international trad^. 

Cost of carriage. Import and EiqK^rt Duties etc. 

The introduction of cost of carriage and also of import and 
export duties makes the problem of international trade more 
complicated ; but it does not alter its essential character. To 
he quite accurate and comprehensive, we must say that trade 
begins between two nations when values differ after cost of 
carriage and tariffs (import and export duties) have been allowed 
for. 

Cost of carriage, import and export duties and other 
hindrances to exchange reduce the advantages of international 
trade. 

Cost of carriage if high enough will prevent international 
trade. Ordinarily it raiseSsthe value of a commodity in the 
importing country to a certain extent. The division of the 
charge for transport will depend on the readjustment of demand 
which the change in values will probably produce. 

The advantages of international bade. 

In The Merchant of Venice the famous speech of Portia 
describes mercy as “twice bless’d ; 
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It blesseth him that gives» and him that takes/’ 

Interna tional trade is also twice blessed . It is of advant* 
age to (j) the importing country^ (2) the exporting country. 

L * Economic gains. 

The, benefits of international as of all exchange Ite in an 
increase of utility to the exchangers. 

With a given amount of effort, a nation gains a larger satis- 
faction by means of international trade than it would get in 
the absence, of such trade. 

As regards imports. 

(1) International trade enables a country to obtain by 
importation articles vj^hi ch cannot be produced at home. It is 
in this way that Switzerland getT^oal and all European coun- 
tries get tea, coffee, tropical fruits. 

(2) Another advantage of international trade is that it 
•enables a countiy to get by importation commodities which 
could be produced at home, onl y at a g reater cost. 

England gets by importation wine and silk much more 
cheaply than she could have produced at home. 

(3) By importation, a country is able to save itself from 
the grip of famine and scarcity when its own crops fail. 

(4) International trade acts as a powerful check on 
dom estic yonotx^lies and trusts, and it prevents rapid fluctua- 
tions of prices. 


• ‘'Foreign trade, then, though highly beneficial to a country, as it 
increases the amount and variety of the objects on which revenue may be 
'expended, and affords, by the abundance and cheapness of commodities, 

incentives to saving, and to the accumulation of capital 

Under a system of perfectly free commerce, each country naturally 
devotes its capital and labour to such employments as are mrst beneficial 
to each. This pursuit of individual advantage is admirably connected 
with the universal good of tlie whole.” {Ricardo— Principles of Political 
Economy, Chap. vii). 

“In broad terms it may be said that the prhna facie and direct 
gain which a country derives from her foreign trade consists of the 
excess of the value to her of the things which she imports over the value 
/to her, of the things which she could have made for herself with the 
•capital and labour devoted to prrjducing the things which she exported 
in exchange for them; the costs of working the trade being of wurse 
reckoned in.” Matshail— Money, Credit and Commerce, Book III, Ch. II. 
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As regards exportation. 

(s) A country superior to another in many branches oC 
production, will devote itself to the prodliction and export of 
commodities in which its superiority is the greatest, and it will 
import the other commodities. In this way international trade 
will raise the pro ductive _eMcienc ^ of a nation to its maximum ; 
it will develop the nation's industries. 

(6) International trade by creating world-wide markets 
greatly extends division of labour said large-scale production. 
It mhkes each nation devote itself to those industries Tor which 
it is best fitted by its natural resources and aptitudes of the 
people ; and so the productive efficiency of all nations is greatly 
increased and the world, as a whole, gains. 

IL Non-economic gains (social, moml and political! 
advantages). 

(1) International trade brings men of one nation in touch 
with the men of other nations possessing different types of 
culture and civilization ; and this leads to social, moral and 
political progress. 

( 2 ) Commerce is binding the different nations of the world 
by common economic interests. And so it has been maintained 
by many writers that international trade diminishes the chaxi^ 
of war, and the development of international commerce Is one 
of the best guarantees of universal peace. 

The last great world war shows, however, that the extinc- 
tion of war by the development of international commerce is 
.yet very far off from realisation. 

Dkadvantegcs of idtamatioiyd trade. 

« 

The possible disadvantages of international trade to a parti> 
cular country, are on a large scale but are practically of the same- 
nature as the disadvantages resulting I'nder certain drcum- 
49tances from division of labour within the same country. 

Importation has its dangors. 

’ ( 1 ) A sudden introduction of foreign trade and the inflwwr 
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•of hage quantities of foreign imports will upset tiie industriel 
organisation of a country. Labour and 
engaged in some indus. 
indnitnes. tries thus i|ubjected to very strong 

foreign competition, may find it difficult 
for some time to transfer themselves to other industries. Some 
part of the capital may be lost. 

The labourers engaged in the industries, ruined by foreign 
competition, lose their employment and staffer as they will not 
be able all of them to get other employment quickly. 

(2) The consumption of certain commodities (e.g. opium, 

, . . cocaine, certain kinds of liquors, etc.) 
affects very injuriously the physical apd 

* ^ the moral welfare of the consumers ; 

and the importation of these commodities is an evil of serious 
magnitude. 

Some dangers on the side of exports are the following 

(3) The specialization of industries, resulting from foreign 
trade increases the chance of so-called overproduction, ^ ^ 

When a country has an industry producing and exporting 
for a world^'wide market, it is difficult 
calculate exactly the amoijnt that 
would be demanded in such a market— 
a war or any other grave disturbance of economic conditions 
may bring about a sudden decrease of demand, which wljU 
produce serious results. 

(4) The exportation of food-stuffs and other agricultutid 

products may under certain drctuf- 
Operadon of dimiittsh* Stances intensify the action of the law 
ing retnms. of diminishing returns in agricultural 

countries. 

(5) WHiai the product is an exhaustible one (like English 

* coal or Peruvian guano), the evil is 

Bxhsnstion of aatiira) sxme apparent. A not inconsiderable 
. ptat of British industrial strength is 

leased upm Britain’s stqperb coal rcsQturcfS Hud an excewj^ 
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rapid exhaustion of her coal mines maji; conceivably imperil 
British industrial supremacy. 

* Balance of trade. ^ Balance of accounts. 

^he expression ' bdance of trade * indicates, in popular 
language, the relation tStween"^ imports and exports of commo- 
dities. We see from an examination of the statistics of inter- 
natienal trade that the imports and exports of a country are 
rarely equal. In England, in Prance, and in some other old 
and rich countries the imports of goods exceed Jthe e xports and 
such countries are said in popular speech to have an unfm^ giwr^ 
able balance of trade. In Australia, in India the exports of 
goods exceed the imports ; and countries having such an excess 
of exports are said to have a favourabh balance of irade^f) 


* The mercentilitt ideas about foreign trade and balance 
of trade. 

The teims favonrable and nnfavourable balance of trade are relics 
of old mercantilist theory. The mercantilists held that the principal 
object of foreign trade vias to import precious metals from foreim 
countries. A country exporting more goods than it imported would: 
according to the mercantilist theory get a quantity of precious metals in 
exdiange for the excess exports, and so an excess of exports was 
regarded by them as a favourable balance of trade ; conversety a country 
Importing more merchandise than it exported would, accoroing to the 
mercantilists, have to export precious metals to pay for the excess 
imports, and so an excess of iihports was regaroeo by tibiem as an 
unfavourable balance. 

The mereantilist beliefs (r) that money is the best form of wealth 
and (2) that the object a foreign trade is to bring ah^ importation of 
precious metals*-thfre beliefs are now refected by nu) 4 $fft economists, 
(3) Again the mercantilists are wrong hi maintaining tist an excess of 
imports has to be paid wholly by exportation of metiUie tiiansy». h is 
paid partly or u holly by other and more convenient means: snd a 
country does not always get metallic money for the whole i^e of its 
excess exports of goods oecanse it msy have debts whi(^ it may pay 
wholly or partly by its excess exports of goods. 

tTbe so-called 'favourable balance of trade* Is extremely miideading 

(1) It is popularly thought that a country with a ^fSvourabl^^Hitice 
of trade* is necessarily prosperous. This is not so. A country with a 
favontable balance of trade may or may not be prosperous: Some poor 
conntfies, like India, Slam and Peru, hive the so-cglM *favouiahle 
halanos of trade*; and some rich conuUiss, like Mtiiu mi 
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(iFAes we want to find out whether the foreign trade of a 
country is in ejutiliiaij^tn (i.e. whether its total credits and debits 
are equal) we have to consider not merely the exports and 
imports of goods and balance of trade resulting* from these 
imports and exports, we have rather to consider the balance of 
accounts resulting from the total credits (claims) and debits 
(debts) of a country. The total credits of a country include 
exports of goods (by which the country becomes the creator of 
other countries) and many other things ; the tot al debit! of a 
country include imports of goods (by which~ the country 
becomes debtor of other countries) and many other things. The 
balance of accounts (or the true balance of international pay* 
ments) resulting from the total debits and credits of a country 
is something quite different from the so-called balance of trade 
resulting merely from exports and imports of goods.') 

Tlie credits apnd ddbits of • cotndry. 

Important international claims and debts rise also in other 
ways than by exports and imports of goods recorded in official 
government statistics, and are known as invisible* exports and 
imports. These invisible exports and imports (of goods and 
services) though not included in the balance of trade, must be 
taken into account when we want to find out the true balance 
of international paymeota. 

The following are the principal debits and credits of a 
country : 

(i) Exports and imports of goods. A country becomes 
the creditor of another country by what it exports, and it be- 
comes a debtor by what it imports. India e'cports generally 
more goods to Sngland than it imports from England ; on this 
account India ia a creditor and England a debtor. 

have the so^atted 'anfavnnrable balance of trade* (See Ifhe stgntficance 
of an excess of imports OM an excess of exports, pages atfsifC^. 

I2) .There ia an important difference according aa the coat of 
tianapertation is or is not included; 

* TiMae exports am} imports are celled invisible not because they 
cannot be aeen— often they can be seen well enough, they arr tangible. 
They aie catted invUble boeenae they are not recorded in tiie om/fm 
fltsuea of tmde. 
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(2) The interest on capital invested abroad. Rich nations 
invest considerable amounts of their capital in other countries 
4imd they get interest.* England gets every year very large 
sums in this way as interest on foreign investments and is a 
’creditor ; and in this respect India, Egypt, Australia, etc., 
appear as debtors. 

(3) The cost of transportation of goods by ships, etc. {i.e., 
freight and insurance). England on this account gets very large 
sums from India and foreign countries — so England is a creditor, 
and India is a debtor ; and these services of transportation are 
un invisible export in the case of England. 

(4) Bankers’ commissions, etc. 

Countries (like England, Prance) with bankers doing agency 
and financial work for merchants of foreign countries become 
creditors of these foreign countries for bankers’ commissions. 
On this account also England is a creditor, and India is a 
debtor. Such banking services form an invisible export of 
England, and an invisible impart of India. 

(5) Expenses of foreigners living or travelling in a country. 
Countries like Switzerland and Italy, which are visited by 
tourists in large numbers, get from them large sums as their 
expenses, India also gets certain sums in this way. Again India 
has to pay large sums to foreign countries as expenses incurred 
“by Indians studying, living or travelling in these ^unlries. 

(6) Government expenditure in foreign countries for 
diplomatic service, tributes, war indemnities, borrowing and 
repayment of loans or the purchase of securities — they all must 
be included in calculating the true international balance. 

India has to pay ev^ry year the 'Home Charges’ to England 
on account of interest, and also pensions and leave pay of 
English officers and for Government stores, etc.; in this matter 
England is a creditor, and India is a debtor. 

( So the complete statement is that the goods^ mon ies and 
services, rendered by one country to other counM^ i^us its 
credits and claims of all kinds, veill be bedaneed hf ike goods, 

« **British foreign InyestmeOte whieh now atnaiaM; ’ to some 
^3,500,000,000 are likely in fature years to increase rdpidfp hoyoud that 
(Hobson— The Expeh of Cartel). 
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monies and services, recced by the same country plus its j 
^obligations and debts of all kinds. It is in this sense that the I 
iotal debits and credits of a country are equal — and in i/se\ 
long run. 

Imports and Exports tend to be eqoaL 

The proposition that imports and exports of a country must 
be equal is not true in the sense that the imports of commo- 
dities into a country must equal in value the exports of com- 
modities. England has an excess of imports. India has an 
excess of exports. 

A country may pay for the goods imported from another 
country by goods--^nd also by services. We see that equili- 
brium is attained when the total credits of a country balance 
its total liabilities ^ and such an equilibrium may be perfectly 
•compatible with an excess of exports or an excess of imports 
<(of commodities). 

The proposition is, however, true in the sense that in the * 
long run the total credits of a country must equal its total debits. 
For in the long run, every country must normally pay, its 
debts.* 

Significance of an excess at exports, and of an excess 
of imports. 

An excess of imports of commodities into a country oiey 
mean (a) the^incurring of liabilities to other countries or (b) it 
may, on the contrary, mean liquidation of past and present 
indebtedness to that country by other countries. An excess of 
exports may mean {a) that one country is making other countries 
its debtors by this excess of exports, or (b) it may mean that the 
•country by the excess exports is paying other countries interest 
on Capital borrowed from them or remuneration for services 
rendered by them^ 


*As Prof. BastaUe pats it **Tlse establishment of the equation of 
Indebtedness is for every country ahat Caimes declared it to be for the , 
United States— 'simnly me condition of her remaining a solvent naticsi.^ ** 

(Theory of International Trade, Chap. IV). 
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The annual excess of exports of commodities from India 
means the latter thing. These excess exports enable India to 
pay interest on English capital borrowed by India and also 
to pay England for political and other services rendered by 
Englishmen, the services rendered by English officers, English 
shipping and English bankers and so on. 

* Foreign Exchanges. 

The expression ^'foreign exchanges’* is used to mean 
different things. 

(r) The expression is sometimes used to mean foreign 
bills of exchange. When we say that the Exchange Banks of 
India buy and sell foreign exchange we mean they buy and sell 
foreign bills of exchange. ^ 

(2) Somestimes the expression ’foreign exchange’ is used 
to mean the rates of exchange, at which foreign bills are sold. 
When we say ’the foreign exchanges’ are moving against a 
country we refer to the rates of exchange. 

(3) The mechanism of payment in foreign trade is known 
as the Foreign Exchanges. 

^'The machinery whereby payments are effected in foreign 
commerce is known as that of the foreign exchanges ^^ — 
(Chapman). Payment is made chiefly with bills of exchange, 
running for certain periods or with cheques which may be 
regarded as bills payable at sight. 

The subject of Foreign Exchanges is treated in this book 
generally with reference to ordinary conditions (does not take 
note of violent disturbances^ caused by a great war or a general 
collapse of credit). 


* ‘‘Foreign Exchange means the buying and selling of the money 
of other countries and is handled in the same wav as the buying ana 

selling of most other things In other words, Foreim Exchange- 

is the Science and Art of international money changing’^ (Withers — 
Money^changing). 

So the expression ‘‘Foreign Eachanges'* is used to refer to (i) tfar 
thing (i.e. the foreign bill of exchange) bought, or (a) the price at 
whidi it is bought, or (3) the institutions and machinery through whidt 
igui mittg it bought. 



INTERNATIONAL TRADE 


Eeonmidtiiif of OMtaBie monoy in foreign trade. 

Even in the home trade, the use of metallic money being 
expensive and also inconvenient for some purposes a very large 
proportion of pa3ntnents is made throiigh paper credit devices ; 
and the use of metallic money is economised to a very consider- 
able extent. The same thing happens also as regards the 
foreign trade of the country. 

The expense and inconvenience of sending metallif money 
from one country to another for making international payments 
have led to a wonderful economy in the use of metallic money 
in making payments in foreign trade. 

As compared with the enormous values of goods exchanged' 
in international trade, only a small amount of money is used ; 
the greater part qf the payments is made through transfer of 
obligations largely by papef instruments called bills of 
exchange etc., money being employed only for the occasional 
settlement of the balances remaining after the cancellation of 
credits and debits. 

The operation of a bill of exchange. A bfll pays two> 
debts. 

How are these bills of exchange used to make pa3anents iar 
international trade by the transfer of obligations? 

To understand this, let us see the operation of a bill of 
exchange between two countries, say the United States of 
America and England. 

United States England / 

^ (Exporter-creditor) A C (Imix>rter-debtor) | 

(Importer'-debtor) B 4- D (Exporter-creditor)' 

A and B are two merchants in the United States of America ; 

C and O are two metbhants in England. Suppose A (an 
American exporter) ho* sold goods worth £t,ooo to C— A has 
sold goodiend basj^WP ft bill for £t,ooo upon C represenFng ^ 
his claim agisin'rt C. A in America is thhs creditor of Q in . 
Inland to die extmit of jCi,ooo. 
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Also suppose that D (an English exporter)* has sold goods 
worth ;£i,ooo to B. D (an English exporter) is thus the creditor 
of B in America to the extent of ;£i,ooo. 

^Now the bill will move, in the way shown by the arrow 
marks in the figure given at^ve. 

A will sell that bill for £1,000 and in this way he will 
recover the value of the goods sold by him ; A will thus be 
•paid. ^ 

B will buy the bill from A because B has to pay £1,000 to 
D for goods bought by him from D. B will send this bill for 
;£t,ooo (drawn by A upon C) to D ; and D will recover the value 
of the bill from C. In this way B*s payment to D will be made 
by using the bill drawn by A upon C. 

We thus see that using the bill of exchange diawn by A 
\upon C, (i) A*s claim against C is paid (2) also D^s claim 
against B is paid. Every bill pays two debts. If there were 
no bills of exchange, then C jwould hav^t to ship metallic money 
from England to America to pay A and B would have to ship 
metallic money from America to England to pay D. This 
double shipment of money and the expense and inconvenience 
\ attaching to it are avoided by^ the use of the bill of exchange, 
and B’s transferring to D the bill representing C’s obligation to 
A. 

Of course in actual practice, a bill does not operate exactly 
in this way. Still this serves to illustrate the principle. 

In America there are thousands of exporters and importers 
and there are thousands of exporters and importers in England. 
Bills to the value of many \nillions will be drawn by American 
exporters upon English importers and will be bought by 
American importers to pay their English creditors (English 
•exporters) ; and through the use of these bills a gre at economy 
in the use of metallic money will be effected in mal^g inter- 
national payments. 

[An American importer will often make hia payment 
to the English exporter by buying the draft of an American 
bank on a bank in England and by sending the draft to his 
En glish creditor. Also in other wa;^. As Prof. Marshall 
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points out 'The part which bills play in foreign trade is steadily^ 
diminishing’ {Money, Credit and Commerce).] 

^*The exchanges in question are exchanges of elaims sr- 
debts.*'* 

The payments in international trade between two countries . 
(say England and America) will very largely be made through 
the balancing of mutual debts and 
Balancing erf cre^ credits by bill of exchange etc. ; and 
nations. metallic money would be required only 

for the payment of the balance "remain- 
ing after the balancing of credits and debts. 

t A further economy of metallic money in foreign trade is 
effected. The method of payments by balancing accounts is 
confined not to two nations but is in 
mftaUK Operation among all industrial and com- 

by the balancing of ere- mercial peoples. Suppose America owes 

dits and debts between England five million pounds after the 
many nations. i i- ^ j -i? a 

balancing of accounts and if America 

is at the same time a creditor of another country to the extent 
of five millions after balancing accounts with that country, 
then obviously America can pay her debt to England by trans- 
ferring America’s claim against the third country to England. 

When we consider all nations trading together, the total 
credits of a nation against all other countries are utilised to pay 
its total debits to all other countries by the use of bills of 
exchange, drafts etc. ; and if the total credits are less than the 
total debits, then the country has to pay metallic money for 
the excess debits, or it has to continue in debt. 


Some terms end explenetions. 

Bills of Exchange, foreign biUs, sight bills, long bills, etc. 

^ Bills of exchange, as already explained in the chapter on 


• Gk)scheii— rii^afy of the Foreign Exchanges. 

t "If England has large payments to make to America, which has 
large pa3mients to make to China, which has large pa 3 rments to make 
to England, England is likely to discharge part of her obligations to* 
America by bills on China : These round-about operations are among 
the chief economies '^effected by the exchanges** (Maishall— ATensif, . 
Cre4it and Commerce,) 
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‘^Banking/ are drawn by merchants and manufacturers upon 
persons to w'hom they have sold their goods ; and these bills 
represent* the claims of these merchants and manufacturers 
4igainst the persons to whom they have sold their goods. 

The drawer of the bill ig the person who draws the bill, 
Ae creditor to whom the money is owing: and the debtor, 
W'ho owes the money is called the drawee. When the debtor 
aigns the bill to signify his acknowledgement of the debt, he 
is said to accept the bill. 

Bills of exchange are divided into (i) Inland bills of which 
^the drawer and the drawee live within the same country. 

(a) Foreign hills of exchange of which the drawer and 
the drawee live in different countries. In the chapter on 
foreign Exchanges* we shall have to deal with these foreign 
bills of exchange. We must also note the difference between a 
sight bill, which is a bill payable by the draiyee at sight and a 
long bill, which must be immediately accepted b^^ the drawee 
and paid after a prescribed period, say 30, 60 or 90 days. A 
bill is said to be discounted when it is sold to a third person 
for its present value, the third person deducting from the 
future value of the bill something as interest. 

The bankers are middlemen as regards the puiPchase and 
the sale of these bills. From whom do the bankers buy these 
bills? The bankers buy the bills from persons who have sold 
goods abroad and have drawn bills of exchange upon these 
foreign purchasers. The bankers purchase the bills from these 
exporters ; and they sell the bills to the importers who pay 
their foreign creditors with these bills. 

Bill drawn on persons in London and payable in London 
are called paper {bills) on London. Similarly we have paper 
on New York, or on Paris. 

* The bill on London. 

The great mass of bills is to-day drawn on London in 
pounds sterling, (exchange payable in London in pounds 

^ ‘Why is it that in the Bast Indies, those who ship produce to 
America draw on London not on New York; and why the New Orleans 
K^OttOfi exporter draus on London instead of on St. ’Petersburg for the 
•cotton shipped to Russia ? A partial cause might be found in the credit 
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sterling is called sterling exchange). This is due chiefly Co 
Che imm e nse volume of British trade, the comparative stabiHty 
of the British currenpy and to the fact that the seller of a hUl on 
London can almost invariably count upon finding a buyer <m 
advantageous terms. 

For the recent change in the *position of London as an 
international banking centre, refer to pages 158, 159, 160. 

Hm Rato of Esdumga. 

# 

We have seen that international payments are largely made 
through the cancellation of credits and debts and only a small 
amount of metallic money is needed for clearing the uncancelled 
glance remaining after the cancellation of credits and debts. 
^he large mass of internaiional payments may he supposed to 
represented by hills of exchange. 

The rate of exchange is the rate at which the money of one 
•country can be converted into the money of another country^ 
and the process of converting the money of one country into thtr 
money of another country is carried out through the purchase 
and sale of foreign bills of exchange. 

granted by London bankers, and also in the greater reputation of the 
London houses. The primaiy cause is to be found in the stupendous 
and never ceasing expels of England.’ (Goschen— Theory ef the Foreign 
Exchanges). 

draft on London which is the real currency of international 
commerce and finance because money in the real sense of the word, 
gold or its equivalent, is only to be had, always and without question 
and to any amount in London . . . London’s money is not only more 
genuine that is, more undoubtedly convertible than that of any other 
centre but is also under normal circumstances both more cheaply and 
easily produced to suit the convenience of the user.” (Withers*-7'hs 
Meaning of Money), 

Bills on London (but not on any other centre) are immediately and 
unquestionably convertible into gold. Again the vast exports of England 
create a vast demand for bills on London, and so these bills are aiwavs 
more saleable than other bills and on more advantageous terms. So 
business men of all countries prefer to get their payment by bills on 
London which have thus become the currency of international ‘commerce 
—Chinese nierrhants exporting silk to America and American merchants 
exporting cotton to Russia, they all like to have their pay- 
ments through bills on London whi^ thus becomes the financial centre 
of the world. 

In Adam Smith's time I#ondoti did tiot possess this position of centraH 
importance ,in the world's trade and finance. 
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The rate of exchange depends chiefly upon the supply of' 
and demand for foreign bills. What amount* of moiie3r woul^ 
an American importer pay in American money (dollars) to get 
from an American exporter a bill for £1000 on London dependa* 
upon the demand for and the supply of bills on London. 

The subject of the Rdte of Exchange is to be discussed 
under the three following heads: 

(a) The par of exchange between two countries and how 
it is determined (b) the limits to the fluctuations in the rate of 
exchaiige {viz., the gold points) (c) the fluctuations in the rate 
of exchange within those limits and the causes bringing about 
those fluctuations. 


(a) The Par of Ex change, Pkemhim and Disoomit 

The word ^par* means a state of equality. 


Let us consider the pre-war par rate between England and 
the United States, with both countries on the gold standard. 

|The rate of exchange between two countries is said to be at 
mint par when the rate is such that the money of one country 
can be converted into its exact metallic equivalent in the money 
of another country. [In the pre-war world with both England 
and the United States on the gold standard, an English pound 
sterling contains the same amount of pure gold as in 4 * 3 ^ 
American dollars ; and so when a ;£iooo bill on London iells 
in America for exactly 4866 dollars (1000 X4’866— 4866) the 
exchange between England and America is said to be at 
mint par.] 

When the Ik^I money value of exports j^om ^^erica ia 
Enj;land equals the toml money ' va^e^ of the imports utf o 
America fcpm England, then the supply of bills on t^ondon will 


equal the demand*' for bills and exchange will be at mint par, 
other things being equal. ^ 

The rate of exchange is very rarely at mint par. 

When a bill for ;£zooo on London sells in America for less 
than ;Cxooo or less than 4866 dollars (i.s., when each pound of 
bill sells for less than 4*866 dollars in American mom^ then 
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When a Ull for £xooo on I<oadon aeSs in America for mcar^ 
Aan £zooo (i.e., lor more than 48^ dollars in America), sterM 
ing exchange (t.e., exchange odling for pounds sterling) onj 
London is said to 

<b) M 


n,\rm 


supply of bills exceeds the demand, the rate of 
exchange falls ; and when the demand for bills exceeds the 
supply, the rate of exchange rises. 

The rise. ..and fall in the rate of exchange are ordinaril 


within very . narrow limits 




The object of using paper (bills of exchange etc.) is to save 
the cost of transporting coin from one country to another ; andl 
BO v ariations rato of A-gi^hnngrA (price of paper) cannot 

exceed the cost of tngmmittinj^ j^in because then it would be^ 
cheaper to fransmit ^n or metal thaiT to use paper. 

The two limits to fluctuation in the rate of exchange are* 
thus:— 

tsoraold (a) Par yalue plus the cost of trans* 






W eac. ;YfrtTO o? tran^tting specie 


u LiiiaLium Aiixii 


or gold points are these limitm in the 




The rate of exchange does not rise ordinarily beydnd the ^ 


^When the rate of enthange is at the upper gold point and is equal 
to thV par value plus the cost of transmittine bullion, gold is exported 
and this point is called the upper specie or gM expert ^nf. 

When the rata Of exchange at me lower limit and equals the par 
valVES minus the cost of tranamitting bullion, gold is imported ; and this 
point is called the to wer § pfici^ or the gold impaxLpoM,] 

The cost of trensiSming specie is a variable one, varying with the 
awe on which specie is traitamit|ed and vary* 
The specie pn${inu»re ing with changes in freight and insurance 
not rigid butjgunahla. rates. And so the limits to the fluctuations- 
— In tile xmte of exchange, are not aW 

absdntety rigid but are vanable hmits, changing with variations in th(b 
cost of carriage. 
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maximum rate given above because persons, who have to remit 
money abroad, will find it cheaper to send specie and incur the 
cost of sending specie rather than buy bills at a rate exceeding 
the par value of exchange by the cost of sending specie. 

Similarly the rate of exchange does not ordinarily fall below 
the par value of exchange minus the cost of transmitting the 
specie. This is because exporters and other persons who have 
money owing to them from abroad will find it cheaper to call 
for specie from their debtors abroad rather than sell their bills 
at a rate which falls below the par of exchange by more than 
the cost of importing specie. 


Whe n do the Rates of Exchange pass beyond the specie 

I I III — 


^)rdinari]y the rates of exchange fluctuate between the specie points. 
TJ^er certain circumstances, however, the rate% of exchange can rise 
above or can fall belo^i the upper and the lower specie points deter- 
mined by the cost of carrying bullion. 

(a) The rate of exchange does nojt rise above the specie point so 
long as people find no diificulty in getting gold bullion for making pay- 
ments to foreign countries. ILAhere A&.Ji.^i^^ fr£ttiaiJL...aQld 

I t heTanksa ^^^^S liiSfftQgiv^ffQl^^’ 

1 pccaS^n^TOun^ halTISeen drained an ,ady;xafLMlsnce 

trade or because the country has* ga^ ^^^jameajcy 

of .exchange docs.^xiot ,,iall . below the specie point as 
I long as Suilion is freely imported into a counting. 

( Bflli in a country on foreign countries will fall below specie point 
when there is a sudden demand for cash in that country; when there 
is a monetary stringency, the holders of bills will sell these bills at a 
rate lower than the specie point to get the cash which they urgently 
want. 

Goschen notes that in i86x at the time of the American Civil War, 
exchange in America on England fell far below specie point. On 
account of the war the American holders of bills on, London were in a 
panic, they would not wait and they had to sell their bills at a sacrifice 
and so exchange fell far below specie point. 
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creasmg^^ecrSiits of America will tend to bring abotlt % fall 
in exchange. 

n the de mand for bills exceeds the supply, the 
i; tfris Tsattt wtm at a pfmiu^nf. 
^ into America from Sngl^ftd 

. Am a nran eatpotfe J^Bgland, 

then the 
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rate of exchange is influenced by the interest rates in 
a coiintiy and abroad and by the many forces affecting interest 
Tates ^ 

Interest rates. 

A rise in the rate of exchange will be moderated to some 
extent if the interest rate in America is higher than the interest 
rate in England., The higher interest rate in America will in- 
duce the English creditors to lend their money in America to 
earn the higher rate of interest, and so the demand in America 
for foreipi exchan^ ye on l/ondon will be diminished, and thus 
the rate' ot exchange on London will be moderated. 

Rate of excliaiige in relation to the total credits and 
debits of a country. Reparations and War Debts. 

The rate of exchange depends upon a country’s total 
credits (including exports of copimodities) and total debits 
(including imports of commodities). When Germany pays an 
instalment of reparations, thera is more demand in Germany 
for foreign money, and the value of German m<mey tends to 
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^fall M ootmMu*ed with foreign moneys. Similarly when lE^glandl 
, pays an instalment of war debt payment to ^he U. S. A. 

^ In acitial fact the rates of foreign exchanges are determined' 
simply hy dealings between two countries hut between a 
country and all the countries, with which it has dealings. 

•' at 

nMe and anravoarable^mfallljP^ 

The state of the foreign exchange depends (not upon 

I ezpof ts and imports of commodities only but) on the total crediU 
and debits of a country. Fluctuations in the rate of exchange 
are at once the necessary results and the certain index of the 
indebtedness of the different countries. 

(a) When the price of paper payable abroad is quoted 
above par in a country (i.e., when a given amount of money 
metal paid in the home country purchases the right of receiving 
a smaller amount of money metal in vhe foreign country)* 
then the rate of exchange is said to be ^unfavourable^ to the 
country. 

The rate is regarded by business men as unfavourable 
because such a rate leads to the exportation of bullion from 


*The rates of exchange form a valuable index of international 
indebtedness and properly interpreted give extremely useful indicatums 
of rates of interest, credit and currency conditions in different countries. 

Goschen in his masterly treatise refers to **the Foreign Exchanges 
in their peculiarly valuable character as an unerring mercantile and 
monetary barometer. The fluctuations In Foreign Exchangesi if properly 
interpreted, clearly indicate the state of the commercial atmosphere, and 
also suggest the course by which danger can be avoided and panic 
moderated. {Theory of the Foreign Exchanges). 

**As an index <n the general position of trade the value of short bills 
is the more important whereas the rates given for long paper . . . point 
mainly to the rate of interest and partially to the state of credit. 

The two terms favourable exchange (with importation of gold) and 
unfavourable exchange (with exportation of gold) are now used accurately 
enough from the monetary or banking point of view^but not from the 
point of view of the country at large. An importation of bullion (favour- 
able exchange) is favourable to business men and bankers for it tends 
to lower the rate of interest in the money merket, and an exportation of 
bullion (unfavourable exchange) is unfavourable to business men and 
bankers for it tends to raise the rate of interest; the did mercantilist 
idea that an importation of bullion Jis favourable and an exportation of 
MiUon is unfavourable to the gantry as a whote^-this idea is now- 
exploded and is no longer believti in hy modem eoonomk writers. 
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Uhe cauniry {mi Higher interest rates). 

.abroad cottufixl fa quoted above 

parTtTBeluis mat fBea^aSS3!^RRn!)B^ (Ua^ on the foreign 
country is greater ftan the supply, apd this happens when the 
country has imported more from the foreign country than it has 
exported and so the country is indebted to the foreign country ; 
and the country will have to export bullion to pay for the excess 
imports. ^ 

[Such a rate is really unfavourahle only to the importers in 
the country, because they have to purchase bills on the foreign 
•country at the higher rate for making their pa 3 rments ; but it is 
favourable to the exporlers, as iliey 8f 8" gble'fd sell their bills ’ 
to the importers at a higher rate and thus the exporters make 
increased profits.] 

(b) The rate of exchange is said to be favourable to a 
•country when the price of paper payable abroad is quoted below 
Par within the country (i.e., when a given amount of money 
metal offered in the home country will purchase the right to 
receive a larger amount of money metal in the foreign country). 


Such a rate of exchange is regarded by business men as 
favourable because it leads to an importation of bullion. Such 
a rate results when the demand for paper drawn on the foreign 
country is less than the supply, i.e., when the country has 
imported less than it has exported and the country will import 
bullion in exchange for its excess exports. ^ 

[A 'favourable* rate of exchange is favourable only to the 
importers but it is unfavourable to the exporters.] 

Economists have criticised the use of these expressions 'un>» 
favourable* and ^favourable* exchange, on the ground that 
l>usiness men using these expressions seem to be under the 
influence of tiie mercantilist fallacy that an export of bullion is 
alwa 3 rs injurious to a country and that an import of bullion is 
alwa 3 rs beneficial to a country. 


How dio evchangee mtoloiiiatically tend to correct 
themselvee. ^ 

A rise in the rate exchange on account ol a deficiency in 
the supply of bilts, tendbi to correct itself by increasing the 
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profits of the exporters, stimulating exports and thus bringing: 
about an increase in the supply of bills. 

Similarly a fall in the rate of exchange on account of ai 
diminished demand for bills, tends to correct itself by increas- 
ing the profits of the importers, stimulating imports, and thus- 
bringing about an increased demand for bills. 

«The correctives of the Exchanges. 

An interpretation of the Foreign Exchanges naturally leads to the 
question of their correction when necessary and desirable. Automatic 
correction takes time, is not always possible, so other steps also become 
necessary. Again to quote Goschen “At all events it must be borne in 
mind that which is really to be corrected is not the actual position of 
the exchanges but that state of things which has brought it about/* 

(i) When the disturbance in exchange is due to depreciation of ther 
currency, the reform of the depreciated currendy is the proper corrective. 

(ii) When the unfavourable situation in exchange is caused by 
some disturbance in the balance of trade, or by rise or fall in the rate of 
interest— the correction lies in the regulation of the rate of discount im 
the money market. 

In England this was done by the Bank of England manipulating ita 
bank rate of discount. (See pages 232-233). 

The Paper Exchanges. 

How are we to determine the rate of exchange between er 
gold-standard country and a country with a highly depreciated 
paper currency ? The answer is simple. Exchange payable in a 
depreciated paper currency must suffer a depreciation equal to^ 
that of the paper money itself. 

And as the depreciation of paper may be considerable, the- 
fluctuation in the rate of exchange as regards such a country 
may be very large and appear to have no limit at all. 

The Silver Exchanges. 

Metallic money also may he depreciaied. During the latter 
part of the 19th century, the value of the silver money fell 
considerably in comparison with gold. The result was that 
claims by gold counties to be paid in silver by silver-u^g 
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countries got depreciated in value with the depreciation of 
silver. 


The Indian Ezdianges. 

Since the closing of the Mint9 in India to the free coinage 
of silver, the rupee became a token coin with a coin value higher 
than its intrinsic value. 

The coin value (or legal value) of a rupee was fixed at 
15 . 4d. (i.e., 1/15 of £1) and so the artificial par of exchange 
between England and India was fixed at Re. i = i5. 4^. in 
1899. 

Ordinarily India exports more than she imports, there is 
an excess of exports even deducting what she must pay as 
Home Charges to England, and so the rate of exchange for bills 
on India is ordinarily above par. When exports fall off on 
account of a famine in India or other causes, then the rate 
of exchange falls and if the exports fall off greatly, it may 
fall below par. 

The Secretary of State for India sells in England about 
;£a5,ooo,ooo (or more) worth of bills on India annually to get 
pa3nnent for his Home Charges ; and by diminishing and when 
necessary by stopping the sale of his Council Bills he can do 
much to keep up the price of bills (or in other words the rate 
of exchange). 

Since 1931 the legal value of the rupee is Re. i-is. 6d. 
sterling. 

The War (1914-1918) and Foreign Exchanges. 

The last World War has been specially rich and fruitful in matters 
relating to foreign exchange, and economic theory on this subject has 
stood the test remarkably well. 

When war broke out, at once there was a crisis in foreign exchange, 
and foreign countries could not pay their debts to England. Gradually 
things settled down to some extent. 

During the war, English exchanges with neutral countries were 
against England because England was receiving more goods from neutrals 
than England could export to them. English exchanges with allied 
countries were heavily in England's favour because the allied countries ^ 
were receiving more commodities from England than they could send < 
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to England. All exchanges were against Germany, and to a mnch 
g:reater extent than against England. * 

As regards India exchange on India fell heavily when war broke ont^ 
nnd subsequently exchange rose till towards the end of the war it stood 
at about is. 6d. for the rupee. The rate of exchange for bills on India 
(Council Bills and other bills) rjses when there is a large demand for 
these bills to pay to India for heavy Indian exports; and the rate of 
•exchange falls with decrease of Indian exports and increase of Indian 
imports. Exchange on India feU at the outbreak of the war because 
Indian exports diminished with the stoppage of exports to enepiy 
countries (viz,, Germany, Austria, etc.) and the restriction of exports to 
some neutral countries; and subsequently exchange rose high because 
of (a) diminution in imports into India, and (b) increased value of 
exports (jute, tea etc.) for war purposes, and a large demand for bills on 
India (c) the restriction of the supply of Council Bills on India on 
account of a lack of currency. The imports into India fell off as England 
and other countries were largely taken up with the manufacture of 
munitions and war materials and so were sending much smaller amounts 
of goods to India during the war than before the war. 

Exchange on India rose very high at a time (Ee. 4d. in 1919) 

and this great increase in the rate of exchange was due in great part to 
the increase in the price of silver in fhe world’s markets. 

The rate of dbcoimt and the gold reserve. 

The balance of indebtedness in foreign trade is continually 
fluctuating. At any moment a country may find that it has 
imported more than it has exported and that it will have to 
export bullion to pay for the excess imports if its creditors 
will not wait. 

The bullion to be exported is gold bullion because gold is 
international money ; and it will come from the bankers’ gold 
reserves. 

The hankers have to watch closely the movements of the 
rate of exchange to see when the rate of exchange becomes 
^unfavourable* and exportation of gold necessary. 

The bank or banks having charge of the gold reserve of the 
country, will naturally wish to lose as little gold as is possible 
under the circumstances. 

Dffierent courses of action are open to the banks for the 
protecfl^ of the gold reserve. 

j\n important course is to raise the bank rate. Raising the 
bank rate has 
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(a) an immediate effect 

(b) an ultimate effect. 

(a) Immediately it checks the drain by making the discount 

of bills costly — ^maturing bills instead of being discounted and 
thus drawing gold out of the countiy are retained in the country 
on account of the increased cost of discounting. And the 
raising of the bank rate attracts gold fro^n foreign countries 
because a country with a high bank rate is a profitable market 
for investment specially of short loans. • 

(b) Ultimately the high bank rate tends to remove the 
cause of the export of bullion. The cause of the export of 
bullion is that the imports exceed the exports. 

Now a high bank rate discourages borrowing on the* part 
of merchants and manufacturers on account of the increased 
cost of borrowing) and so when the bank rate is high there 
is less money circulating within the country and, therefore, 
prices within the country fall. When the prices in a country 
are low, foreign countries will buy more in that country and 
will sell less to that country. In this way the fall in prices 
will increase its exports, and will diminish its imports,— and 
thus the excess of imports over exports, which was the cause 
of exportation of gold bullion, will disappear. 

A rise in the rate brings about a depreciation of commercial paper 
and of stock exchange securities within a country, and leads to large 
purchases of this paper and these securities by foreign bankers and 
capitalists and this makes the country the creditor of foreign countries 
to the extent of these purchases; and this also helps to remove the 
indebtedness of the countiy which is the cause of the exportation of 
hullion. 

PtofMKK C M|!!d*« Pn rch*»in £ Power Parity 

. 

(rhe old classical theory about the rate of exchang^is that 
theoBdance of trade (or more comprehensively the bailee of 
credits and debits) settles the rate of exchange. , 

^The new.JPurchasinf Pi jiyr Parity theory. 

UDut&ig ' Btul' Ae' wm immense quantities of paper 
money (moatdy incem^ertiUe paper money) were issued in the 
different countries of The result was inflation and 

increase in tiie levd of prices in different Stirepean cotmtries ; 
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and there were different degrees of inflation in the different 
European countries, the inflation being the in Russia 

and in Germany and there being a great deal of inflation 
in Italy, Prance, even in B^ain. Under these conditions of 
independent systems of inconvertible paper in different 
countries with inflated currencies and price levels, brought 
about by the War, how are the ratejjof exchange determined 
between currencies of Afferent countries f t'rofessor t assel, 
the great Swedish economist, asserts in his famous Purchasing 
Power Parity theory that under these conditions the rates of 
exchange are not determined by the balance of trade (as 
indicated in the old theory), the par rate of exchange between 
the currencies of two countries is determined by the relative 
ji rice levels in the two countries. (The peculiarity of the 
Purchasing Power Parity is that it is a moving par, it varies 
with every change in the price levels in the two countries). 

Suppose there are two countries each with a standard coin 
containing 50 grains of gold. The par of exchange between 
these two countries will be unity i.e., one unit of currency of 
the first country will be equal to one unit of currency of the 
second country. Then suppose that both countries introduce 
inconvertible paper currencies and paper standards, and suppose 
the first country has its currency doubled and the second 
country has its currency increased sixjSId — ^then according to 
the quantity theory, other things being equal, the price level 
of commodities in the first country will be doubled and the 
price level of commodities in the second will be increased six- 
fold. And now the par rate of exchange between the currencies 
of the first country and the second country will be determined 
by their relative priccN levels according to the Purchasing 
Power Parity theory and one unit of currency of the first 
country will be now equal to three umte of currency of the 
second country. 

this new Purchasing Power Parity theory* (the theory is not new, 
in fact it is as old as Ricardo, though the name is a new one) is given 
below in Professor Cassel’s own words : 

"Our willingness to pay a certain price for a foreign money must 

* Professor Cassel at first mod the expression ^tiieoretical exchange 



INTERNATIONAL TRADE 835 

a 

ultimately and •essentially depend on the fact that this m^ey has a 
purchasing power as against commodities and services in*&e foreign 
country. On the other hand, when we offer so much and so much of 
onr own money, we offer, in fact, a purchasing power agaimt com- 
modities and services in our own country. Our valuation of a foreign 
money will, therefore, essentially Hepend on the relative purchasing’ 
power of the currencies of both countries, * « 

When two currencies in two countries have been inflated^ 

the new normal rate of exchange will be equal to the old rate multiplied 
by the quotient between the degrees of inflation of both countries. 
There will, of course, always be fluctuations from these *new normal 
rates, and, in a period of transition, these fluctuations are apt to be 
rather wide. But the rate calculated in the way indicated must be 
regarded as the new parity (or par of exchange) between the currencies. 
This parity may be called the purchasing power parity, as it is deter- 
mined by the quotient of the purchasing powers of the different 
currencies. 

During the War the buying capacity of the different mppetary 
standards (in the* different countries of Europe) has, owing to the over- 
abundant supply of means of pa3rment, been much reduced, though in 
very different proportions. Consequently the purchasing power parities 
(as between the currencies of different countries) have undergone very 
important alterations and are now quite different from the parities 
which were in force before the War. 

The purchasing power parities represent the true equilibrium of the 
exchanges and it is therefore of great practical value to know these 
parities.*' 

The World*s Monetary Problems-^Gnstav Cassel. Refer also to 
Gustav Cassel, Money and Foreign Exchange after igi/f, pages 140-144, 
147-162. 


rate’ and he used the expression 'purchasing power parity’ for the first 
time in an article in the Economic Journal, December, 19x8. 

Professor Cassel *s theory in its developed and considered form is to 
be found in his Money and Foreign Exchange after 1QJ4. 

The theory itself is essentially as old as Ricardo. The following 
extract is interesting. 'Tf the trade in the precious metals were 
perfectly free— -if they were generally used in circulation, even with the 
expenses of transporting them, the exchange could never in any of the 
countries deviate more from par than by these expenses . • . . If a 
country used paper money not exchangeable for specie, and, therefore,, 
not regulated by any fixed standard, the exchanges in that country 
might deviate from par in the same proportion as its money might be 
mtMiplied beyond that quantity which would have been allotted to it by 
genetul commerce, if the trade in money had been free, and wt 
precious metals had been used, either for money or for the standard M 
money.” (Ricardo— Prinsfj^lss of Political Economy, Ch. xvi.)* 
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Soum criticiiiiit of die Pur chating Po w er Parity The ory# 

(x) If the actual rates of exchange as between different countries 
from the end of the War up to some time after are examined, it is 
found that the results do not correspond to the Purchasing Power Parity 
theory. In actual fact the rates of Ixchanges between different countries 
do not correspond to their relative price levels. 

Professor Cassel at first attempted to meet this objection by saying 
that these abnormal deviations of exchange from the Purchasing Power 
Parity were due to * 'one-sided restrictions on trade**; and later on he 
.amplified his explanation of these abnormal deviations. 

Mr. Gregory suggests that the actual divergences from the Purchas- 
ing Power Parity are largely due to the effects which the anticipated 
further inflation has exercised upon the exchange market. 

(2) It is also stated that the purchasing power of a currency can- 
not be measured except by index numbers, and index numbers vary 
substantially and are only an approximation. 

r 

Mr. Keynes on die Theory of P>irciieiin |r Power Ferity . 

“The Quantity Theory deals with the purchasing power or com- 
modity value of a given national currency. We come now to the 
relative value of two distinct national currencies, — ^that is to say, to the 
theory of the Foreign Exchanges. 

Wlien the currencies of the world were nearly all on a gold basis, 
their relative value (i.s., the exchanges) depended on the actual amount 
•of gold metal in a unit of each, with minor adjustments for the cost of 
transferring the metal from place to place. 

When this common measure has ceased to be effective and we have 
a number of independent systems of inconvertible paper, what basic 
fact determines the rates at which units of the different currencies 
exchange for one another ? 

The explanation is to be found in the doctrine, as old in itself as 
Ricardo, with which Professor Cassel has lately familiarised the public 
.under the name of Purchasing Power Parity 

Th^ ratio betwofin res^ebtive of the two 

^urrefwies is designaUa their jpiyrsf 

’^'*^"The actual exchanges are ^ten more sensitive and more volatile 
fthan the purchasing power parities, being subject to speculation, to 
sudden movements of funds, to seasonal influences, and to anticipations 
•of impending changes in purchasing power parity (due to relative Inflation 
•or deflation); though also on other occasions they may lag behind. 
Nevertheless it is the Purchasing Power Parity, according to this 
•doctrine, which corresponds to the old gold par, *r^ is the point about 
whidb the exchanges fluctuate, and at whidi they must ultimately come 
vto rest; with one material difference, namely that it is not itself a 
n^flxed point .... 
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In practical applications of the Purchasii^ Power l*arity doctrine 
there are . . .^difficulties .... The first difficulty is bow to maM 
allowance for transport charges and import and export taxed. The 
second difficulty is how to treat purchasing power over goods and 
services which do not enter into international trade at all. . . But 
the essence of the Purchasing Power Parity theoty, considered as an 
explanation of the exchanges, is to he found, 1 think, in its regarding 
internal purchasing power as being in the long run a more tmstuorthy 
indicator of a currency’s value than the mark^ rate of exchange . . . ' 
.... thus, provided, no persisting change is taking place in the^ 
basic economic relation between the two countries, and provided thej 
internal purchasing power of the currency has in each country settled; 
down to equilibrium in relation to the currency policy of the authorities, I 
then the rate of exchange between the currencies of the two countries! 
must also settle down in the long run to correspond with their com*’ 
parative internal purchasing powers. Subject to these assumptions 
comparative internal purchasing power does take the place of the old l 
gold parity as furnishing the point about which the short period move- 
ments of the exchanges fluctuate/*—], M. Ke3mes, A Tract on Monetary* 
Reform, 1934, pages 87-97 

is t hs Vnlue of M omgr detennined intMntio^^ 
The netursT ooimectioii between fiSenhitemal Valae and ue 
International Value of the Mon^ of a ocnintiy. The Rate* 
of Exchange as between the Monies of two Gold Standard 
countries is a particular case of the General Theory about 
the detenninatkm of the International Value of the Money 
of a country. 

The pound sterling is the monetary unit of England. The 
dollar is the monetary unit of the United States of America. In 
India the monetary unit is the rupee. 

How is the value of the pound sterling determined in 
relation to the value *of the dollar or in relation to the value 
of the rupee ? What causes and conditions will make the value 
of the pound higher, will make it worth more dollars or more 
rupees than before? Again when will the value of the pound 
be lower and will be worth less dollars than before? In other 
words, how is the value of money in a country determined 
internationally in relation to the currencies of other countries? 

The old classical theory about the determination of the 
value of the money of a country in terms of foreign currencies 
is based upon tte balance of credits and debits. Ref^ to* 
pages 274-298. ' f 
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It has been already seen that CasseVs Purchasing Power 
Parity Theory was developed to supplement the old classical 
theory under conditions of mutually inconvertible paper 
currencies in different countries. When two countries have 
mutually inconvertible paper currencies, fluctuations in the rate 
of exchange between them caifnot be adequately explained by 
the old classical theory. 

Properly considered the determination of the international 
value^^of the money of a country is always connected in the 
following way with the determination of its internal value. 

Suppose we are considering two countries A and B. The 
internal value of the money of country A will depend upon the 
tconditions of demand (quantity of goods to be exchanged for 
money) in relation to the supply of money or purchasing power 
in the country and this internal value of money is indicated by 
the price level of commodities in the counfiry and changes 
inversely with changes in the price level. So also in country B. 

If the internal value of money in country A is indicated by 
its price level and the internal value of money in country B is 
indicated by the price level in country B, it is clear that the 
international value of the money of country A in terms of the 
money of country B will depend essentially on the relative pur- 
chasing power of the currencies of both countries as indicated 
by their respective price levels. So the international value of 
the money of a country is thus related to its internal value iji all 
cases — ^whether the two countries are both on the gold standard 
or both are on inconvertible paper standards with mutually 
inconvertible paper currencies. But this is to be remembered 
that such large fluctuations are not found in the internal price 
level of a gold standard country as are found in the price level 
of a country on an inconvertible paper standard. 

This general theory explains how the rate of exchange is 
determined between (a) two gold standard countries and (b) two 
countries both on inconvertible paper standard. The fact that 
the rate of exchange between tu)o gold standard countries 
fluctuates within narrow limits and remains within the gold 
points is a result of (i) gold being the most mobile of commo- 
^dities in the international trade between nations, and (a) fluctua- 
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tioas io the internal price level being usually much less in g>(^ 
standard conntrite than in countries under inconvertiUe paper 
standards. 


The Forward Maricet in Exchange. 

• 

Spot exchange transactions are to be distinguished from forward 
•contracts in exchange. 

In a 'spot' exchange transaction as between two countries (say 
Britain and India), cash in the currency of one country is exchanged for 
cash in the currency of the other country. forward cojitraq|||r 
exchange is for the conclusion of a spot transaction in exchange at a 
later date fixed on the basis of the spot rate prevailing at the original 
date.*' A merchant in India who has purchased goods ia Britain in 
terms of British currency may not have the cash or may not like to 
part with it before the goods are delivered. Such a merchant may enter 
into a forward contract in exchange fixed on the basis of the spot rate 
prevailing at present ; he will have to pay cash not now but at the future 
date when the forward contract will mature and >et by this forward 
contract he is protected from the consequences of exchange fluctuations 
in the intervening period. 

Differences between Spot and Forward Rates of Exchange* 

(i) The difference between the forward rate of exchange at a given 
point of time and the spot rate of exchange is due partly to the risk of 
exchange fluctuations in the intervening period. 

And in extreme cases when the risk of exchange fluctuation is very 
great because of apprehended political disturbance or financial trouble 
or a moratorium etc., bankers may be unwilling to enter into forward 
contracts at all. 

(a) The difference between the spot rate and forward rate of 
exchange as between settled countries like Britain and the United States 
is due largely to the rate of interest for short loans prevailing in the 
two countries. 

The forward rate of exchange also may be greatlv influenced by the 
activities of speculators who have often proved correct in their forecast 
of exchange fluctuations. 

International banking centres — ^London, Parisp New York. 

Refer to pages 158-160. 

A Good Sjrstem of Money should secure Stability of 
Prices and Stability of International Exchanges. 

There are advocates of falling prices (with increasing pro- 
ductive power) and also of gently rising prices. But most ^ 
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economists of the present day favour broadly stability of prices 
(stability of the internal price level) of comifioditiea within a 
country as best conducive to the economic interests of a country 
and securing a fair measure of justice to the difiPerent classes 
within that country, namely, the employers, the labourers, 
persons with fixed incomes, investors and creditors, debtors, tax- 
payers and consumers generally. Among the leading advocates 
of stabilization of prices may be mentioned Irving Fisher, the- 
gr^t American authority on Money, Gustav Cassel, the great 
Swedish economist, and J. M. Keynes and R. G. Hawtrey, the 
brilliant English stabilization champions. 

Stabilization of international exchanges (i,e., the rates of 
exchange as between the currencies of different countries) is 
also greatly to be derired. Without such stabilization the 
foreign trade of a country is apt to be disorganised inflicting 
great losses on different classes of the population. 

If it is possible for a country by suitable currency and other 
arrangements to secure both (i) stability of the internal price 
level and (2) stability of international exchanges with other 
countries, that would indeed be a highly desirable state of 
things. Suppose a country is not in a position to secure both 
(a) internal stability in the value of money and (b) external 
stability. Suppose one has to be sacrificed. Which is the less< 
important and therefore to be sacrificed? 

Most people will agree — and Mr. Keynes is among them — 
that though a hard and fast rule applicable to all countries may 
be out of the question, yet generally if we have to choose 
between the two, stability of the internal price-level is to be 
preferred to stability of international exchanges. 

Very generally, the internal trade of a country is of larger 
volume and importance than its external trade ; and so to main- 
tain internal stability in the value of money is of greater 
importance to a country than to maintain external stability. 

For Britain and other countries which are again on the 
paper standard since September 1931 and after, the chief- aim 
should be to maintain internal stability as much as possible, the- 
maintaining of the stability of the home paper money in terms- 
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of the money of foreign gold standard eonntries being not 
possible to any full extent 

L Britain. 

In 1925 Britain re-established the gold standard. 

The question of the restoration of the gold standard in Britain le^ 
to a great controversy between the champions of the gold standard andl 
its opponents. 

The two schools of opinion on this question are somctin^s caBedl 
<z) the Cambridge School^ and (a) the I^ndon School. 

(A) The Cambriclffe School arguments against the 
restoration of the Gold Standard. 

llie Cambridge school economists opposed the gold standard and 
a chief of them is Mr. J. M. Keynes whose views on the subject are 
ably and lucidly set f^rth in 'A Tract on Monetary Reform,* 

Some of the arguments of Mr. Keynes against the gold standard 
are given below : — 

(z) **The gold standard is already a barbarous relic/* 

Though gold maintained its stability of value with considerable 
success in the 19th century, it is not likely to do so in future. New 
deposits of gold may not be found in the near future and new improve* 
ments in methods of production may not come in .the near future and 
then gold will become too dear. Professor Cassel fears a serious shortage 
of gold from his examination of the statistics of gold production its 
recent years. Or gold may become too cheap by some new chemical 
invention. And at present the value of gold depends too much upozu 
a single country, the United States and the policy of its Federal Reserve 
Board because the United States have accumulated an immense gold 
reserve during and after the War. 

The present and the anticipated instability in the value of gold make 
undesirable the restoration of the gold standard in Britain--*'* the value 
of a yellow metal, originally chosen as money because it tickled t^e 
fancy of savages, is clearly a chancy and irrelevant thing on which to 
base the value of our money and the stability of our industrial systen^.** 

(2) The restoration of the gold standard can be brought about ,in 
Britain only by an active policy of deflation and such deflation which 
causes falling prices means impoverishment to labour and enterprise 
by leading entrepreneus to restrict production in their endeavour . to 
avoid loss to themselves; and is therefore disastrous to employment. 
Industry will thus be greatly hampered and unemployment seriously 
increased by the restoration of the gold standard through deflation. ^ 

, — - — - — nr- 

• Robertson— Manay. 

n— 16 
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And Mr. Keynes asserts with truth that the rfisoration of the gold 
standard in Britain has brought about a check to production and to tiie 
^export trade and increasing unemployment within, the country. 

(3) For England stability of the internal price level should be the 
primary objective and exchange stability, a secondary objective, is to be 
secured by co-operation with the Federal Reserve Board of the United 
•States in a common policy. Stability of the internal price level (stability 
of sterling prices) and stability of trade and employment are to be 
.secured by suitable contraction and expansion of credit needed to 
preserve stability — and for this Mr. Keynes depends upon joint control 
to be Exercised by the Treasury and the Bank of England. 

Stabilization thus secured will have greater beneficial effect upon 
industry, trade and employment than any advantages associated with the 
restoration of the gold standard. 

As pointed out elsewhere Mr. Ke3mes will separate entirely the gold 
^reserve from the note issue — ^he will not use gold reserves for main- 
taining the convertibility of notes within Britain, he will use gold 
reserves for securing exchange stability with the United States when it 
is affected by temporary or occasional causes. ^ 

(B) The London School arguments for the restoration 
•of the Gold Standard. 

Most of the British bankers belong to this school. Their opinion 
^was that the recommendation of the Cunliffe Committee of 1918 about 
the restoration of the gold standard in Britain should be translated into 
practice. The British Government accepted this opinion and re-estab- 
lished the gold standard in Britain in 1925. 

The views of the London school have been set forth with charac- 
teristic wit and vigour by Mr. Hartley Withers in his widely circulated 
liook Bankers and Credit. 

Some important arguments for the restoration of the gold standard 
•in Britain were the following : — 

(1) The gold standard before the War maintained prices in Britain 
iroughly on a level with those in other countries and so secured stability 
hoth (i) in internal prices and (ii) in rates of exchange; and with 
proper safe-guards the gold standard will do both these things in future. 
'Surely this is better than Mr. Keynes’s scheme of (possibly) stabilized 
prices, with unlimited fluctuations in exchange. 

(2) The gold standard is necessary for restoring the prestige of 
tlritish national credit and the supremacy of London in international 
finance.* The use of the sterling bill as an international exchange 


'‘London’s financial leadership is a source of direct profit to a 
<ew> and also indirect benefit to many, because London’s right to demand 
'payment from foreigners for its services strengthens the , lien whiph 
th» country holds on the food, products and raw materials of the world 
jRobertson—Money, Chapters Vll). 
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smedimn depends essentially on its convertibility into gold and so it will 
retain its wide acceptability only under a gold standard. 

(3) The gold standard is more suitable for ensuring stability of 

prices and trade than the theoretical schemes propounded by Mr. Keynes 
and others. In a country like England so subject to foreign influences 
on her trade outlook, depression might easily arise that could not be cured 
by domestic monetary devices*'* like those proposed by Mr. Keynes. 
*'And even when credit is expanded prices do not always rise as was 
seen in the years 1890 to 1895.’* * 

(4) The gold standard is substantially automatic and is thu^ superior 
to Mr. Keynes’s scheme of a managed currency jointly controlled by 
the Bank of England and the Government. 

t “The intervention of the Treasury involved by Mr. Keynes’s 
proposal, opens a door to interference by the House of Commons in 
a sphere in which its activities are far from desirable. 

The gold standard frees us from muddling with our money by 
politicians, has worked right well in the past and may do so again.’* 

Deflation and Devaluation , 

Deflation. 

Deflation has been already explained — see page 44. Suppose 
the paper pound in Britain becomes really worth half of the 
former metallic pound sterling though nominally it is worth a 
pound. Now if the quantity of currency in the country is 
reduced to half, according to the quantity theory, the value of 
the money (paper pound) will increase and it will be doubled 
and will be thus equal to the former metallic pound sterling. 
Here we have an« example of deflatipn. 


Devaliiation. 


Revaluation consists not in reducing the quantity of money 
.and thus increasing its value but in retaining the same gqantity 


of money but giving each unit a lower value determined by 
the circumstances of the case.} For example in this case, the 
paper pound, though nominally worth a pound yet because of 
inflation really worth half of the former metallic pound sterling. 


* Hartley Withers-iBankafs and Credit, 
t Hartley Withers— Bofikers and Credit. 
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is to be made by devaluation worth half a pound which is it» 
teal value. 

The effects of devaluation and deflation are practically the 
same. (See the effects of deflation). 

Devaluation is not so easily intelligible to the general body 
of people as deflation and this many would regard as an addi- 
tional objection. 

Iridia and the Gold Standard. 

When the Rcysl Commission on Indian Currency and 
Finance reported in 1926, the great majority of Indian writers 
favoured the introduction of a gold standard with a gold currency 
for India, and their opinion was that a gold siandatd would 
have secured both (i) internal stability of prices and (2) stability 
of international exchanges, t 

Gold Production. 

There has been a great increase in the production of gold 
in recent times — more gold was produced between 1850 and 
1875 than from 1492 to 1850. 

“The total production of gold was greater during the 
tw’enty years 1891 — 1910, than it was during the forty years- 
1850 90 ; and during each of these periods it was much greater 
than it had been during the centuries that elapsed between 
1493 — 1850. This vast addition to the stock of gold was the 
foundation of the rise in prices which tpok place in the- 
Western nations, and indeed the world over, during the first 
decade of the century (1900 — 10). “ (Tawssig-^Principles, 
Vol. I). ^ 

The causes of this huge increase in the production of gold 
are (i) the opening up of new mines in Australia, in South 
Africa, in Canada, the United States and Alaska and (2) the- 
great improvements in mining methods. 

The effects of this enormous increase in the production of 
gold were widely felt in pre-War Europe, in pre-War Am^ericat 
and even in distant India linked to geld standard countries-* 

her gold exchange standard. 
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(a) Prices fose on account of the incteased supply 
money and the question of high prices seriously engaged the 
attention of economists and politicians all over the world. 

(b) Wages also rose but not in proportion to the rise in 
prices ; and so the wage<«amers suffered severely. 

How a rise in prices due to increase in the supply of money 
affects different classes of people has been described on pages 
47, 48 etc. • 

As regards the future, different opinions are expressed. 
Prof. Cassel, a great authority, and many with him fear a 
world shortage of gold at no distant date if gold is not properly 
economised by international co-operation. 

The fntore of Gold— danger of fntnre instablltty in the 
value of Gold. Gold is not now a stable standard of valne. 

It is not quite impossible that chance discovery of highly 
productive mines in some parts of the world and great improve- 
ments in mining methods in future may bring about a great 
increase in supply and a great fall in the value of gold. A 
■considerable rise or fall in the value of gold in future due to 
shortage or excess supply of gold will seriously disturb stability 
of the value of money — ^will seriously disturb gold-based 
currencies and economic conditions in all civilised countries. 

Cassel and other economists point out that the world 
economic depression and lack of international co-operation as 
regards gold have brought about large fall in the prices of 
commodities in general and a large rise in the value of gold. 
Gold has now thus lost much of Us stability of value as money 
.and this has reduced its usefulness as a standard of value. 

If the nations of the world get economically civilised 
r enough quickly, then the restoration of the international gold 
standard may not become necessary. With scientifically 
managed paper standard, the nations may be able to maintain 
internal as well as external stability in the value of money. 

’ If the nations of the world do not get ecoifomically civilised 
•enough so quickly, the international gold standard will have 
i:o be restored. It will be able to maintain internal and external 
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stability in the value of money, only by a policy of largely 
economising gold and international co-operation among* 
central banks and governments for securing that every nation 
gets its due share of gold. Signs of such international co- 
operation on a sufficient scale are not yet forthcoming. 


MONETARY REFORM PROPOSALS. 

There have been proposals for monetary reform for secur- 
ing stability in the value of money — ^the fundamental requisite 
in every good currency system. Many were made before the 
days of the World Economic Depression. They were not 
simple, easily intelligible to the people, so not popular — they 

“pleased not the million ; caviare to the general'*.* 

( 

(1 ) The Tabular Standard of Value (Multiple Standard 
or the Indm-number Standard). A standard for deferred 
payments. 

In the modern business world, the great majority of business 
transactions are done on credit; the payments are deferred, they are 
made 30, 60, or 90 or more days after the purchase of goods. Now 
steadiness in a standard for these deferred payments has been strongly 
advocated on the ground that such steadiness will prevent creditor as 
well as debtor from making undeserved gains and losses through changes 
in the value of money. 

Various sorts of standards of deferred payments have been proposed 
to realize this object; and one of the more important of these is the 
tabular or multiple commodity standard which has received a great deal 
of attention from politicians and economists. 

The Tabular Standard is based upon the Index Numbers of prices 
of commodities. (As it is based on the prices of many commodities it 
is also called the Multiple Standard). 

Under a Tabular Standard deferred payments would be regulated 
by an officiaUy kept system of index numbers— the principal of the debt 
would be increased with an increase of prices as shown by index numbers 
and it would be decreased with a decrease in prices. 

If a man borrows £1000 in the year when tfie index number of 
price# IS 100 and if h# h^ to repay it after a year when the index number 


* Shakespeare, Hamlet, II. ii. 
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has risen to 120 he ^ill have to pay jgiaoo, to compensate the creditor 
for the fall in the value of money. j£i2oo will now buy as much 
commodities — ^and will be worth the same as ;Ciooo when the index 
number was lower, viz, 100. 

The argumetit in favour of thh Tabular Standard. 

Advocates of the Tabular Standard declare that it maintains fusticer 
between creditor and debtor by providing for the repayment of the same- 
amount of goods and not the same amount of money (the value of which, 
may have changed). • 

Neither the creditor nor the debtor is allowed to gain or lose* 
through fluctuations in the value of money. The principal sum of the 
debt is increased or decreased according to decrease or increase in the 
value of money as indicated by index numbers. In this way the value 
of the debt in terms of commodities remains unaltered, the creditor 
always gets from the debtor the same value in terms of commodities 
which he lent to him. 

• 

Objectiont against dw Tabolar Standard. 

(1) An important objection urged by Prof. Kinley is this. The 

tabular standard is not so just as it appears 
The tabular standard sight. Under it the same amount of 

IS not just. goods is returned to the creditor whatever 

may have been the changes in prices; and so the benefit of a rise in 
price goes entirely to the creditors and the benefit of a fall in price goes 
entirely to the debtors. The really just thing would be, however, to 
divide the benefit from rise or fall between creditors and debtors. 

(2) With gold as a standard of value and all other forms of money 
convertible into gold, changes in prices are not likely to be rapid enough 
to do much injustice to either creditors or debtors, — so the Tabular 
Standard becomes unnecessary, 

(3) The Tabular Standard is also not suitable for business d^bts for 
periods in which price fluctuations are not large enough to require any 
correction. 

The Tabular Standard also produces difiiculties in the cancellation 
of bills of exchange, because bills will have fluctuating values under the 
varying Tabular Standard. 

Prof. Taussig maintains “The conclusive objection is that under 
the multiple standard certainty and calculability would cease to exist in 
all transactions involving postponed payments. No man would know 
when contracting a debt, what he would be called on to repay when it 
became due. He would have to watch each monthly or quarterly report 
of the index-number and guess in the meanwhile how his affairs would! 
have to be adjusted.”— Vol. I, Chap. 31). 
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(n) I nring Ffa her*« oompeiiMited dollar. 

Prof. Irving Fisher has given a clear statement of his scheme in 
his book Stabilising the Dollar (1920). Like the multiple standard, 
Pisher*6 scheme also is based upon prices and index numbers. Under 
the multiple standard a person ^borrowing 100 dollars in America when 
index number is 100, will have to repay 120 dollars if at the time of the 
repayment index number is 120— in this way he will be repaying to his 
creditor the same purchasing power in terms of commc^ities. ^ In 
Fisher*s scheme he would be repaying 100 dollars-^not 120 dollars as 
under the multiple standard->but each dollar with a porportionately 
larger gold content. In case of a fall of index number, the debtor would 
be repaying the same number of dollars that he borrowed, but each 
dollar would have a proportionately lower gold content. Prof. Fisher 
would adopt a currency in which gold coins or notes, whichever were 
used were redeemable in bullion, not by a fixed weight of metal, but 
by a weight adjusted to represent a fixed value of goods. In other 
words the dollar would he purchasing always the same amount of goods 
— it would be a stabilised dollar. And stability (n the value of money 
(i.e., in the value of the dollar, ^ot in the value of gold) in terms of 
commodities would be secured* 

Probably gold coins would not be used within the country; paper 
Tnoney would be used within the country and gold would be reserved 
for export. The currency authority (government treasury or central 
bank) issuing the money would be bound to exchange notes into bullion 
and bullion into notes— reducing or increasing the quantity of gold 
bullion paid for the paper money (say the dollar note) as prices fall 
or rise indicated by the index number. 

A most serious disadvantage of the multiple standard is its paralys- 
ing uncertainty — ^the debtor borrowing 100 dollars does not know how 
many dollars he will have to repay, it will all depend upon changes in 
the index number. Fisher’s scheme is without this difficulty, and 
hence it is likely to be somewhat more popular and capable of being 
more easily introduced. In Fisher’s scheme the debtor repays the same 
number of dollars that he borrows — though the dollar would be exchange- 
able into a smaller or larger quantity of gold bullion depending upon 
index number variations. ' 

(III) The Keyne s Ideal of a managed jHipgr^ currenc y 
and the abandonment of the gold standard. 

^ Mr. J. M. Keynes’s plan for monetary reform with a view to 
#eecnring stability in the value of money is of a revolutionary character. 
To quote his own words **Therefore I make the which may 

^em, but should not be shocking— 0/ separating entirely the gold reserve 
Jrom the note* issue. 
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volrae o( paper money is to be used as an instrument for 
'Securing stability of trade, prices and employment; and for this purpose 
the volume of paper money is to be regulated by a suitable bank rate 
policy and treasury bill policy and it is not to depend upon the go1d« 
reserve .... The only employment for gold is as a store of value to 
be held as a war-chest against emergencies and as a means of rapidly 
correcting the influence of a temporarily adverse balance of international 
payment.” Inconvertible paper money is to be injected into the 
•circulation or withdrawn from it (as prices fall or rise indicated by index 
numbers) thus securing atability in the value of money. As regards 
Mr. Keynes’s interesting and ingenious scheme of ’a managed paper 
•currency’ and his proposals to regulate prices by means of credit and 
•currency management, Mr. Hartley Withers puts forward among other 
things the following objections : 

(i) The intervention of the treasury involved in Mr. Keynes’s 
proposals, opens a door to undesirable interference by the House of^ 
^Commons in credit and currency matters. 

(ii) In a country like England subject to foreign influences in her 
trade outlook, depre^gion might easily arise that could not be cured by 
•domestic monetary devices (like the regulation of the volume of credit 
and currency by suitable bank rate and treasury bill policy). 

It is generally maintained against Mr. Keynes’s scheme* that the 
governments of even the advanced countries are not yet wise and honest 
•enough to be entrusted with sucn a responsibility. 

t The gold standard is the practicable ideal. National 
-and international currency arrangements. 

This was the opinion of most economists before the World Economic 
Depression. 

The proposals of the currency reformers are not without their 
theoretical and practical difiiculties; and they would have to wait so 
long businessmen and governments are not better educated in currency 
matters. For the present the gold standard* is the only practicable ideal 
‘for securing a reasonable measure of stability in the value of money. 


* Much the same line of criticisciiis pursued by Prof. Taussig against 
Fisher’s scheme and also the scheme of a managed paper currency. 

rests also on a fictitiously simplified form of the quantity theory. 
It would operate irregularly, unpredictably, with surprises and dis- 
-appointments, almost certainly with incidental consequences not foreseen 
at the start. In would be exposed to all the froth and foam of popular 
clamor. But if carried out with unflim-hing persistence, it vould 
4 ichieve in the end, not indeed a smooth and evened range of orices, 
t)ut a greater approximation to long-period stability than the unadjusted 
specie standard.*^ 

fTke gold standard ^faas the essential advantage that the available 
quantity rests in the end on the limitations of physictfl nature and is 
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The future is always an interesting subject of speculation^ 
Prophecies are dangerous—nowhere more so than in currency matters. 
In times to come nations may become economically civilised enough to 
manage with paper money and to do away with the Gold Standard. 
The gain to a nation from substituting paper money in place of gold 
will be multiplied many times if«,a scheme of international paper can 
be realised to replace the present expensive currencies of nations based 
on the precious metals. Labour and capital now engaged in producing 
gold and silver for money purposes would be saved; and a scientific 
regulation of the quantity of money and its value would be possible 
with international paper 


therefore not subject to the caprice of man. It is rooted in the traditions 
and habits of the entire world, both that which we call civilised and that 
admittedly uncivilised. Much allowance must be made for this historical 
and psychological factor. In a world which cannot break suddenly with 
the past, devices quite out of accord with established ways are impracti- 
cable. The best check to irregular fluctuations in the volume of 
“money** and also to irregular fluctuations in the use of the credit 
substitutes for money, is that all shall rest securely on gold the world 

over It is not a perfect arrangement; but it is the best workable 

one that is available'' {Taussig— Principles, Vol. I). “The gold standard 
with its present and prospective instability has been rightly described 
as an expedient fit only for a barbarous age. But can any one who 
has lived through the Great War have any doubt that a barbarous age 
is precisely what we have for the moment to provide for? The cruder 
and simpler principle (i.e., the gold standard) may suit us best for the 
present and immeaiate future*’ (Prof. Cannan in Economic Journal, June 

1924 )- 

“The line of progress is to perfect the existing national currencies ; 
to bring them into more stable relations with each other and gradually 
to facilitate the adoption of a common unit and free transfer .... 

The immediate future of monetary organisation was the subject of 
discussion at the Genoa International Conference of ipas, and the 
resolutions adopted there give a good indication of what is practicable. 
The Conference looked forward to the re-establishment of the gold 
standard, either by devaluation or by deflation, in those countries which 
had departed from it. This was regarded as a first step needed to 
emerge from the chaotic state left by the war, it being the only common 
standard that European countries qould at present agree to accept. 
Next, <!o-operation between central banks was to be instituted; to- 
facilitate foreign payments the banks were to keep reserves in the 
form of balances in and bills on foreign countries (in practice that would 
mean in London and New York, these cities acting as clearing houses, 
London being the more suitable for European trade). Participants 
were to maintain convertibility and a free market in gold, and as 
a sanction to ensure this, a defaulting state was to be debarred from 
the right to hold reserve balances wiui the central banks of the other 
participating countries. Further, the central banks were to adopt a 
policy tending to avoid undue fluctuations in the purchasing power of 
gold" (Lehfmdt-^Monsy). 
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The war revived schemes of international paper money. Scheme^ j 
of international paper are now but dreams slid nothing more; t)iey 
would require a higher degree of civilisation and more cordial co- 
operation between nations than is possible at the present stage. 


PROTECTION. FREE TRADE. 

P^tect ion. 

Restrictions on international trade have been imposed by 
nations from very early times at different times and places. 
These have been imposed with different objects in view. 

In modern times many nations regulate international com- 
merce with the object of weakening foreign competition with 
domestic industries by such regulations and protecting and 
developing in that sway domestic industries. Such a policy is 
called the policy of protection and the theory underlying it is 
known as the doctrine of protection. Generally protection seeks 
to encourage domestic industries against foreign competition by 
taxing imported foreign commodities which compete with 
domestic industries. These taxes are called protective duties 
(or taxes) and collectively they form a protective tariff.* 
(Protectionists sometimes protect domestic industries not only 
by taxing competing foreign commodities but also in some 
cases by granting bounties to domestic producers). 

To-day all nations of the world follow the policy of protec- 
tion. Now the whole world is protectionist. 

But the policy of free trade in certain circumstances has 
strong supporters among economists. 

Free Trade. 

As opposed to the policy of protection we have the policy 
of free trade. A nation is said to have free trade when it does 
not impose any restrictions upon its international trade with the 
object of Protecting its industries from foreign competition. A 
free trade country may impose taxes upon foreign imports for 
the purpose of getting a revenue, but such taxes are not 
intended to protect domestic industries. (Taxes imposed upon 
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foreign commodities for revenue purposes are collectively said 
to form a 'revenue tariff' as opposed to a 'protective tariff'). 
Free trade in modem times means the freedom of inters 
national trade from government interference and restrictions, 

( 

* Arguments for Piroteetum. 

' I. Some arguments in favour of protection : 


• "Protection to a nascent industry in a country where capitalistic 
resources are scarce, is not necessarily unreasonable. But in fact the 
greater part of such protection is commonly retained after the industry 
has already enjoyed a long and prosperous life. 

Taxes on imported manufactures are convenient sources of revenue 
in such a country as Brazil, whose conditions make the collection of 
revenue over the large inland area difficult, while it can be easily 
collected at her ports. And a protective tax which helps a, young 
industry to develop its latent strength, may be' ip the interest of an 
undeveloped country even though the tax must inevitably do some 
hurt to those few of her industries which are manufacturing for 
exportation. For the energy developed in a few high class progressive 
industries may spread over a great part of the industrial system of the 
country 

But neither of these arguments applies to an old manufacturing 

country Occasionally it may be concluded that, when no other 

means are available for bringing national resources to the aid of a 
particular backward industry, a state may act wisely and right^ in 

subsidising it at the expense of the population at large (From 

the United States) I came back convinced that a protective policy in 

fact was a very different thing from a protective policy as painted by 
sanguine economists such as Carey and some of his followers, who 
assumed that all other people would be as upright as they knew them- 
selves to be, and as clear-sighted as they believed themselves to be. I 

found that, however simple the plan on which a protective policv is 

started, it was drawn on irresistibly to become intricate; and to lend its 
chief aid to those industries which are already strong enough to do 
without it. In becoming intricate it became corrupt and tended to 
corrupt general politics. On the whole, I thought that this moral harm 
far outweighed any small net benefit which it might be capable of 
conferring on American industry, in the stage in which it was then. 

Subsequent observation of the course of politics in America and 
elsewhere has strengthened this conviction** ^^arshall — Money, Credit 
and Commerce). 

The case for Free Trade. Valid argumenb for Ptotection. 

"The development of international trade under conditions of 
freedom is in itself the proof of gain by national specialisatlM; if there 
were no gain, there would be no trade. **If goods which can be 
produced at home, are yet imported freely from abroad, that shows 
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(I) Eeondmic arfuiMiitt. 

(1) Tlie argument that mtematioiial trade is falter^ 
national economic warfare. 

Some protectionists declare that Untemaiianal trade i$ economic 
warfare between nations ; and that free trade between nations which are 

that they can be got , generally at less cost by making other things 
with which to buy them from abroad than by the direct method of 
making them at home.** 

**Codcentration in work is the key to variety and abundance in 
consumption.** .... The moral of this, as applied not to individuals 
but to countries, is that even if one country be superior to another 
country at every kind of production, trade between them may still 
develop and be profitable to both. The maximum output of the two 
together will be obtained by the superior country concentrating on those 
branches of work for which it has greatest advantage, and leaving to 
others those where, its advantage, though still existing, is relatively 
less. This principle, known to economists as the theory of comparative 
costs, has important practical bearings on the problem of trade 
between countries of widely different standards of living and wage 
rates. This is the principle which makes it advantageous often for one 
country to buy from another articles which it could itself make more 
cheaply. It will come up again and again in the discussions that 

follow.** What reasons can be given for restricting the freedom 

of citizens to trade abroad as freely as at home f They are broadly two. 

The first doubt arises from the possibility of conflict between the 
economic interests of the nation as a whole and of some of its individual 
members. The Free Trade case is that, if the individual citizens of a 
country are left to seek their own interest in deciding what to produce 
and how and where to buy and sell, the country will in general have 
those occupations and industries for which the people and resources are 
best suited, and which will therefore yield the largest measure of 
prosperity. Against this it is pointed out that individual self-seeking 
may not always lead to general good. Individuals naturally take 
narrower or shorter views than the State. Perhaps it would be safer 
to say that the State, if it knows its business, should take broader and 
longer views than individuals; should sometimes step in to prevent 
extreme individualism from sacrifidng the greater good to the less, the 
permanent to the passing good. This is the argument that has to be 
advanced, not for tariffs only, but for every kind of interference by the 
State Jn economic affairs; for the factory laws and minimum wage 
Acts and all their like. It^ application in the field of international 
trade is to serve as the philosophical basis undetijdng most arguments 
for protection of infant industries, for defence against dumping, and , 
for customs unions or pteferential trade within tariff walls. 

A second consideration commonly influencing judgments on inter- 
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indnstrially strong and nations which are economicahy undeveloped will 
lead to the enrichment of the stronger nations and to the destmction of 
the weak,— so protection is necessary in the interest of the weaker 
nations. 

[This argument is not a valid one because no nation is inferior to 
other nations in all branches of production.] 

A Jew popular arguments in favour of protection are the following : — 

(2) The balanoe of tade argument. 

This is an old protectionist argument. It is used b}» the old 
mercantile writers of Kurope. It maintains that a nation should, by a 
policy of protection, reduce imports, should thus secure an excess of 
exports over imports — and should thus bring about an importation of 
metallic money, this being the true object of international trade. It 
is clear that this argument contains very serious fallacies, (a) The true 
object of a country — its real gain — ^in international trade does not lie 
in the importation of precious metals. This lies in importing com- 
modites more cheaply than they could be mad^ within the country, 
and devoting its own labour and capital to industries for which it is 
best fitted by its resources of labour, capital and Nature *s aids. The 
real wealth of a country is to be found not in abundance of money but 
in abundance of commodities, (b) Also gold is imported when credits 
exceed liabilities— not when exports exceed imports, (c) And in the 
long run, total credits equal total debits. 

(3) The Home-nutfket Argnment. 

Foreign markets are (i) distant — there is the cost of transport; 
and (2) precarious, too, they may be cut off by wars or by changes in 
the tariff policy of foreign governments. Home market is steadier, 
more secure and near at hand. It is therefore desirable that the steady 
home market should be secured to domestic producers by a policy of 
protection. 


national trade is the conception of the State as existing for other than 
strictly economic purposes; for defence, or for a particular type of life 
or culture. This consideration, again, is not peculiar to problems of 
international trade, and boundaries between economic and other 
purposes are hard to define. But it is convenient to distinguish 
between arguments turning upon more or less of wealth measured in 
terms of money, and arguments directed to such ends as securing a 
fair proportion tetween urban and rural life in each country, or being 
prepared for war, or linking trade with particular political ideas and 
institutions such as those of the British 'Bmpm,'*— ‘Tariffs, the Case 
examined by a Committee of^ BIcoHomists, Chap. ZI. 
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Protection benefits industsy-^nd also agricoltili^. The devek^ 
ment of industries and industrial towns within a country wider 
protection with increasing popnlation and wealth will afiord a larger 
market for the food and raw material produced by the agriculture of 
the locality. 

Some protectionists maintain that free trade makes the distribution 
of labour and capital within a country subject to the control of the 
foreign country to which it exports its goods. The foreign country will, 
by protection and other means, develop wifliin its territories those 
industries which are conducive to the physical, mental find moral 
welfare ^f the nation, leaving to the other country the less desirable 
industries. 

The home-market argument is one of the earliest protectionist 
arguments in the United States. It was much used by the manu- 
facturers and by farmers. But now the American farmers and producers 
in mines and many manufactures produce more than is required by 
the home market. Hence the foreign market has become of great and 
increasing importance. The cost of transportation to the foreign market 
has decreased much due to development of transport facilities— railways, 
shipping etc. 


(4) The employment argument or make-work argument. 

Protection creates new domestic industries in a country by 
shutting out foreign competition and thus provides more 
employment for labour and capital. 

[This argument is not a strong one. When there are less 
imports on account of protection, there will be also less exports. 
The exporting industries will thus suffer and there will be less 
employment in them.] 

(5) The wages argument in the United States. 

The protectionist argument, most popular among the labour- 
ing classes in the United States for the last half century, is that 
protection raises wages or keeps them high. High protective 
duties on foreign goods shut out the cheap foreign commodities 
made by cheap foreign labour, and make possible high prices 
for domestic goods and thus enable business men to pay high 
wages to labour. 

[This argument is also not a valid one. Wages were high ' 
under Free Trade in Bngland. They are low under Protection 



*56 OUTLINES OF ECONOMICS 

4 

in Russia. Of course wages are high under Protection in the 
United States. But wages in the United States are high even 
in those industries which are not protected ; the high wages 
are due mainly to the high productivity of labour and abundant 
' natural resources. * 

Of course in some of the protected industries, wages are. 
kept up artificially by protection ; but free traders maintain that 
under free trade, labourers, engaged in these industries, will be 
able to find as well paid emplo)rment in other industries mmre 
suited to the country.] 

(6) The eqoaliaation of cost arg umen t. 

This was the latest form of the protectionist argument im 
America before the present war. 

r 

The protectionists declare that the American labourer 
receives higher wages, and^so the cost of production for com- 
modities in America is higher than fn Europe ; and to protect 
American labour and industry, taxes should be levied on 
foreign commodities so as to equalise domestic and foreign 
costs. 

Of course this argument has some good points. 

But how to calculate costs? Again costs may be different 
in different foreign countries. Again if cost •‘plus a reason- 
able profit” for the business men is asked for— that may mean 
a high (and) injurious form of protection.] 

The arguments in .^favour of protection, which we have 
already discussed, do not make out a good case for protection 
and do not justify its introduction. There are other arguments 
in favour of protection some of which possess considerable 
elements of strength. 

(7) The argmnent firom vested interests. 

[Protection is also advocated for indastries which are no longer 
" infants on the ground that foreign competition will min these indus- 
tries. This is an argument for the protection of the vested interests 
of capital and labour, l^ed capital is immobile and alao to some 
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extent many kinds ci labour; and the loss due to proibction Is to be 
borne to avoid a gibat loss to the capital and labour engaged in these 
industries. 

[The argument applies only to exceptional cases and under 
exceptional circumstances; and it should not ^ used as a general 
protectionist argument by any progressive community.] 

This may be a consideration not for suddenly abandoning 
but it is no argument for the introductioh of protection. 

(8) Tlie damping argument. 

Dtonped goods disturb the industries of the country into 
which they are dumped and such a country would under certain 
circumstances be justified in preventing its industries from being 
disturbed by the unfair competition of dumped goods. 

(g) Protectionists have held that customs duties on foreign 
goods are the best hind of taxes as they are paid by foreigners 
and these duties at the same time protect domestic industries 
from foreign competition. ^ 

[Customs duties which^are high enough to shut off foreign 
competition will protect domestic industries but there will be no 
revenue for the Covemment as foreign commodities will not be 
coming in. So we see that effective protection for domestic 
industries and large revenue for the Government do not go 
together. 

Also it must be remembered that customs duties are not 
always paid by the foreigners, they are very generally shifted 
by the foreigners wholly or partly to the shoulders of the 
domestic consumers.] 

(10) Protection as a temporary economic policy — 
The i nfant indu atgr argument for India and other backward 
conntnes. 

• 

The strongest economic argument in favour of protection is 
the infant industry argument. 

Infant industries (including *unborn infants’) should be 
protected during their infancy from foreign competition and 
thus helped to grow up to maturify. 

n— 17 » 
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A country which wants to start a new industry has to meet 
certain intiial difficulties regarding labour, capital and organiza- 
tion ; it has to train the labour force in that industry and it 
will have to attract capital and organization to the new industry 
started and in overcomings these initial difficulties the country 
wijl be helpcu oy a policy of temporary protection for the infant 
industry. When these infant industries have grown up and are 
in a position to compete successfully with foreign industries as 
regards the prices and qualities of goods, then only protection 
should be withdrawn and free trade should be established. 
Protection is used as a temporary expedient afid the ultimate 
goal is free trade. 

The temporary loss to the consumers from protection is 
compensated by the ultimate gain to the country in the shape 
of the establishment of new industries, (and according to List, 
increase of productive power). • 

When the infant industry has grown to maturity then com- 
petition between domestic producers will lower the prices for 
consumers. 

The theoretical validity of this argument has been admitted 
by almost all economists. Its truth was recognised by J. S. 
Mill, one of the staunchest and sanest advocates of free trade, 
in his classical passage on this subject. (For the practical diffi- 
culties of this argument, refer to page 267). 

[The argument was first advanced in the United States in 
the early part of the nineteenth century and it was carried from 
the United States to Germany by Freidrich List, its best known 
advocate. Germany and the United States have now large and 
flourishing manufactures and so they no longer rely on the 
infant industry argument — ^they have now other arguments for 
protection. For India, with her undeveloped manufactures, 
this argument is much used.] 

Lbt’s infant industry argument. Taumig and Marshall 
on the infant industry argument and on dhrersification of 
industries. 

[List and other advocates of nurturing protection hold that proteo 
tive duties for this purpose (a) should be moderate, (b) on manufactured 

% 
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*ttd (c) Ahoifld'''BH'1»itip<ltfMy/‘‘TIie diide»'sUm' be' tod«nt«>‘bMIMM 
an industry really suited to the country would' tkit ‘httiVJr 

protQctioQ* And l^e holds that ,m thi^ manuf^ctfinng industries pnly 
th,erc is a (Chance of )](ringing a|)put tfie esfaplis^,(ijle»t 6£ nei^r in^jn'iBtries 
»l>y a judiqipus policy, of te»p^of-^ry ptotaction. ] 

* The %nfatit indtistry tOigunient takes (a) a Sp^eM (hy4t,more genfral 
form, ’n, . ' , , ) , 

^ (a) *ln its specvil form^ it advocates teipporaiy protection for 
apec^, selected ip^nstrii^a whiplt are specially suited to country 
because of the existence tpe^e of an, abundant supply of raw'Wtenfl 
,ar because of the aptitudes pr niecessities of the people. ^ , 

{b) I/ist has advocated however a more general /ormf of the infoAi^ 
industry argument. According to him cOnatities pass through definite 


* **The only case in which, on mere principles of pdlitical ecoiiQiii 3 % 
protective duties can be defensible, is when they are imposed temporarily 
(specially in a youngb and rising nation) in hopes of naturalizing a 
foreign industry, in itself perfectly suitable to the circumstances* of the 

country But the protection should be confined to Cases in which 

there IS good ground of assurance that the industry which it fosters will 
after a time be able to dispense '^ith it**^ (Mill^Pf<nc<plss>. 

f ''Finally history teaches us how ndUons , , . may hnd' must neodify 
their systekiS acdofding td the fhedsure of their own progress i th the 
first stage, adopting free trade with mate advanced umOub as a means 
Of raising themselves from a state of barbarism, and of making advances 
in agriculture : in the second stage, promoting the growth of manufac- 
tures, fisheries, navigation, and foreign trade by means of commercial^ 
eestrictions ; and in the last stags after reaching tfie highf^ degree <4 
jweaith and powe^ by gradually reverting to the principle of free trade 
and of unrestricted ^mpetitiou in the home as well as foreign msrkells, 
so that their agricultarists, manufacturers and merchants may be pre^ 
served from inaolence, and stimulated to retain the supremacy which 
they have acquired.” (List -The National System of Political Economy, 
Book 1. Chap. XJ. 


List's central doctrine is Nationalism. would indicate, as the 
dfstinguishing characteristic of my system, NAXiONAifiTY. On the 
nature of notionaSUy, as the intermediate interest between those of 
individualism and of entire humanity, my whole structure is based^*' 
List’s systeih is essentially the national system of political economy.' 

' And he has dbne u'sefnl service by emphasising the importance of 
iffmaterial capital and 'productive powetsss distinguished xrpm material 

f , ^ t</,ptomote 

wlfidi the 
,view 

'there is no that o'p^oedtio nsWilifi frte traded afid, p^jib^i^ion, ^acauSe 
na'itherliVa 



^ i'(4h frte traded afid, , 

elopment of proauctive ^ power ... XT, 


ffamely, ^ ^ ,, 

therefore, a sacrifice of value is caused by protective duties, it is madS 
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stages in the history of their indastrial development and protection ia 
necessary to enable a country to pass from an agricultural stage to the 
manufacturing stage. 

During this stage of transition from the agricultural to the 
agriculture and manufacturing stage, protection is necessary for almost 
all the industries in the countfy. When the country has fully attained 
industrial development, then protection should be removed and a policy 
of free trade should be established. 

In the agricultural stage a country benefits by having free trade,, 
and also it requires free trade when its manufactures have grown up. 
A policy of temporary protection is wanted only during the stage of 
transition to start new industries in the country and to protect them 
from being overwhelmed in their infant stage by unrestricted competi- 
tion of the developed industries of foreign countries. 

A criticism of the infant industry argument by free traders pointing 
out its practical difficulties is given later on.J 


TaoHig. 

In discussing valid arguments for Protection, Prof. Taussig lays 
the chief emphasis on the young industries argument— and he extends 
it. I^ist says that the argument applies only to backward countries. 
According to Taussig, it is applicable not only to new and backward 
countries but **points to some possibilities of ultimate gain,*' even in 
the case of developed industrial countries. List advocates moderate 
duties. Taussig points out that there are instances in which new 
industries have been successfully established in a country not only by 
moderate duties but also by heavy protective duties and an illustration 
is supplied by the silk manufacture in the United States. 


good by the gain of a power of production, which not onlv secures to 
the nation an infinitely greater amount of material goods, but also 

industrial independence in case of war List also insists on the 

importance, from the standpoint of national productive power, of the 
development of both manufactures and agriculture, as indeed of all 
industries, for which the nation is by nature adapted. Although the 
corner stone of List*b system is nationalism, his ultimate idea is 

universal free trade The system of protection was the only 

means in his view of bringing other nations to the stage at which 
universal free trade would be possible and desirable. . . . 'Die problem 
with List was to show the nations how they might upset this commercial 
overlordship and attain to an equality with England. The only 
method seemed to be that of temporary^ protection.** (J. S. Nicholson's 
introduction to Lloyd's translation of List's National System of Political 
Economy). 
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MarihalL 

Marshall also recognises that there are elements of strength in the 
Infant industry argument. He criticises some of the other economists^ 
points out that they fail *'to allow for the special circumstances of the 
new countries’* and that they are wrong in regarding as identical the 
two statements — ’’the commodities which a country can now produce 
most easily” ’’and the commodities which a country has the greatest 
potential advantages for producing.” He concludes that there is a 
valid ’’ground for intervention by the state in favour of nascent 
manufactures under the particular circumstances of time andjplace.” 
And he extends in interesting fashion the scope of the expression ’’new 
countrie8’^”A country, which has been regarded as old* may become 
in fact new almost suddenly, for the great body of its people may 
awake to the attractions of modem industrial methods; and apply them 
energetically to rich natural resources, which have hitherto lain almost 
dormant. Japan has become new in this sense during the present 
generation : India, China, Siberia and Brazil, with much larger 
resources may become new ere the present century has passed.” 


(11) * Protection as a permanent policy-*- P^teetion 
for agriculture in Germany, Ptotection for manufactures in 
the United Slates. 

lyist advocated protection as a temporary measure — and for 
the infant manufacturing industries of a backward country. 
Agriculture and the manufacturing industries are highly 
developed in Germany, in the United States — certainly they 
are not infant industries. And in modern Germany, in modern 
United States, protection is now demanded as a permanent 
Policy for securing the well-rounded economic {and other sorts 
of) development of the people. 

In Germany, France and other European countries before 
the War, protection was demanded and obtained for agriculture 
■against imported agricultural products from the United States 
•etc. 


German protectionism was partly economic, partly political 
and social. *‘The maintenance of a capable German agriculture 


* For the ’’Agrarstaat and Ihdnstriestaat” controversy in Germany, 
see Taussig, Principles and Ashley, Modern Tariff History, 
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s6t 

means the maintenance of the German people^ now the 

(S^ pages 26V264). ^ 

The chief economic argtjmept was that exports of I 

manufactures to foreign cotptries in return for imports of fopdr 
and raw materials could not continue for ever ; sooner or later 
the foireign countries with increasing population and manufac- 
tures would require all their own food aqd raw materials. 
Therefore Germany must depend on herself and must protect 
German agriculture. Protection of German agriculture by tax- 
ing imports of foreign agricultural produce will increase the 
cost of food and raw material in Germany. But the nation 
should cheerfully pay this price and in addition to its powerful 
manufactures and other industries secure a flourishing agricul- 
ture and a large and prosperous agricultural population — many- 
sided economic development and great military strength based 
upon a sturdy farming class. In the United States, it is stated 
by certain writers and thinkers that permanent protection will 
stimulate industrial progress and will benefit all classes — 
‘^a variegated industry is undoubtedly a sign of progress, and^ 
to the extent that it denotes a more efficient utilisation of labour 
and capital and a help to enterprise, it will result in higher 
wages as well as greater profits, a better standard of life for the 
workman and a more prosperous condition for the manufacturer 
Even if domestic prices are higher than those of foreign goods, 
the loss to the individuals as consumers is more than offset 
by the gain that accrues to them as producers and participants 
in the general prosperity.” This is sometimes called the 
'Variegated production" (or diversification of industry) 
argument. ^ 

(12) Conservati<m of natural resotirces like codl and other 
important minerals This is often to the ultimate gain of the* 
country, and reasonable protection for this purpose is a reason- 
able policy. 

II. Non-Economic argumenU in favour of^ protection. 

, A country may not find protection ne^^sssary from an 
economic standpoint. Protection may even injure tilie economic 
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interests of the country ; but the policy of protection should be 
adopted if politick gains*'^ {national political strength, national 
self-sufficiency in war time etc.) and other non-economic gains 
(social development and progress) from such a policy outweigh 
the economic disadvantages of prot;^tion. 

(1) An argument which has found some measure of support 
is this — protection promotes nationalism. Protection against 
foreign competition binds the different parts of a country by 
common economic interests and thus strengthens national Reeling 
among the people. 

[This argument is not a decisive one, nationalism can be 
promoted in other and by better ways than by protection.] 

(2) A nation should be independent of other nations as 
regards the supplies of military materials, e.g., cannons, rifles, 

* ammunition, etc., for foreign supplies 
^ abwlutely cut off or largely 
mterrupted by wars ; and so industries 
for the manufacture of war materials should be established and 
maintained by protection if required. 

(3) Pi verMficrtion erf indus try argument. The economic 
side of the diversification of industry argument has been 
noticed already; (See pages 261-262). Diversification of 
industries to be brought about by protection has been advocated 
also on (a) social grounds. Variety of occupations makes 
possible the all-round development of the physical and mental 
faculties of a people, it brings about a rich, intense, organised 
and progressive social life. 

(b) Political grounds. Diversification is also necessary for 
national industrial self-sufficiency and the resulting political 
safety during times of war. (i) A nation weak in agriculture, 

* The classical passage on this point is that of Adam Smith and it 
is very frequently quoted. 

Referring to the political importance of the Navigation Act for the 
navy and national d^ence of England, Adam Smith remarks : **As 
defence, however is of much more impoHance than opulence the act of 
navigation is, perhaps, the wisest of all the commercial regulations of 
England.” (The WealHh of Naffonr— Book IV, Chapter III). » 
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and dependent upon food supplies from foreign countries. 
(ii) Or a nation having one or two chief indusbries, and depend- 
ing upon foreign markets for the sale of the* products — ^these 
nations, if they are cut oS by wars from foreign countries, will 
suffer terribly economically^ and even may be politically ruined 
due to starvation and may be starved into submission by a 
powerful enemy having control over the great sea routes. The 
dependence upon foreign countries should be reduced by diver- 
sification of industries within the country. 

[Protection for agriculture has been advocated in England on the 
ground that it would make England less dependent upon foreign 
supplies of food. In Germany, before the war, protection to agriculture 
was urged by one group of protectionists, partly on the same ground, 
and partly because it was thought that an agricultural population would 
be better militaxy and social material than a manufacturing population. 

The last European war has shown that the industries indispensable 
for the safety of the country include not only Weapons and production 
of food, but also many other industries which help directly or indirectly 
to feed, clothe, equip and keep in a state of general efficiency millions 
of men in arms. Almost every occupation helps to some extent in 
national defence, a very extended scheme of protection may thus become 
necessary for countries which will be deprived of foreign supplies by 
a great war. 

The strength of this argument for protection comes from the present 
state of international relations.] 

(4) Professor Patten argues that protection helps to pro- 
mote a higher civilisation specially in dynamic (f.e., progressive) 
societies like the United States with extensive natural resources. 

Protection is thus much more than a mere economic expe- 
dient. It is an agency and a valuable sgency for the deve- 
lopment of a higher ciyilisation. Prof. Patten is however too 
subtle for the average man, and his argument is taken as a 
form of the wages argument. 

ArgomenU of advocates of tree trade. 

Among economists free trade has powerful supporters 
though under present world conditions the doctrine has lost a 
considerable amount of its hold upon politicians and upon the 
mass of the people. 
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The arguments which are advanced in favour of free trade 
are not all equally strong, indeed some of them are almost as 
foolish as the weakest arguments in the armoury of the cruder 
ixrotectionists. 

We begin with the refutation of these weak and unscientific 
aiguments ; and then we shall consider the really strong argu- 
ments in favour of free trade. 


I. Some nnsatislactory Free Trade arguments. 

(a) There are some free traders who declare that protective duties 

violate the natural right of a man to buy and 
Protection violates sell where he pleases and so free trade should 
•natural rights*. be established. 

Now this argument from natural rights is absolutely untenable 
because no such natural rights exist. The question as to whether a 
country is to follow free trade or protection is not to be decided by a 
reference to imaginary natural rights but from the' standpoint of the 

general welfare of the whole countrv. 

• 

(b) Certain uncritical free traders maintain that free trade should 
be followed and protection avoided because protection means socialism. 

The word socialism should not however 
Protection is socialistic, frighten us, we should be ruled by facts and 
not by words. When protectionism is really 
advantageous to a community, it should be adopted without the least 
measure of hesitation. 


II. The real case or arguments for free trade. The 
Rationale of Free Trade.* 

The really strong arguments for free trade are those which 
show (A) that free trade confers positive advantages on a country 
(B) that protection does not in actual fact realise the beneficial 
objects which it attempts to accomplish or that these objects 


• “In every particular exchange there is necessarily a gain to each 
party concerned; but the sum-total of exchanges is composed of the 
several particular exchanges, which have been made ; and as each of the 
latter implies a gain, the immediate result must be b^eficial. As the 
aim of protective duties, on the other hand, is to hinder exchanges, 
they are necessarily injutious. This brief statement contains the main 
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may be realised by means other than protection ^(C) that protec- 
tion injures national interests in certain respects and so the 
adoption of free trade is the only alternative. 

(A) The positive advantages resulting from free trade. 

The general argument in favour of free trade follows from 
the principle of division of labour, — free trade enables each 
country *lo devote its capital and labour to those industries, for 
which it has the greatest natural advantages and the best apti- 
tudes ; and so each nation attains a maximum industrial 
efficiency ; and the industrial efficiency of the world as a whole 
is thus greatly increased. These nations trading with one 
another all benefit one another by their mutual exchanges 
(though in an unequal degree). 

ft 

(B) Protection does not realise its aims. 

(1) The idea that protection 'protects labour and raises 
wages has been subjected to examination and has been refuted. 

High wages are due generally to high 
Protection does not efficiency of labour and not to protec- 
protect labour. tion. If domestic labour is to be really 

protected, it would be better to prevent 
the importation of labour rather than the importation of 
commodities. 

(2) The view that protection secures at the same time 
large revenue for the government and also protection for 
domestic industries is nqt generally well-founded. 


point of the free trade argument." (Bastable — Theory of International 
Trade) . 

"International trade is like internal trade; the freer it is, the greater 

are the advantages to both parties By allowing trade to he 

absolutely unfettered, every one is able to buy in the cheapest and to 
sell in the dearest market,' and the gains of all will be at a maximum. 
Kveiy nation will thus be in a position to develop its natural advantages 
to the utmost, and the world’s wealth will be enhanced because of the 
distribution of productive energies in the most economical tashion." 
(Seligman--Pr<ncf/>lss) . 
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(3) Criticiii;ii of tho iirfintt fodwi^ urgmnwu 

Free traders admit that iheoretitdlly tfie infant indfisf^ty 
argument for prMeciion is a strong one, advocating as it doeft> 
temporary loss in the shape of increased prices for consumers 
etc. for the sake of a larger iiltinfate gain ih the ^hai;)e of 
establishment of new industries in the country ; but they point 
out the foUowing practical objections and difficulties against^ 
the infant industry argument. 

• . 

These infant industries never grow up ; they always 
remain infants. When some of the industries by protection* 
have actually grown up and become strong enough to fight 
against foreign competition even then they would say that they 
have not grown up and they would clamour for the continuance 
of protection. It is difficult, to withdraw protection once givtn 
and temporary pgrotection tends to become more or Jess 
permanent. 

Temporary protection under the infant industry argument 
is properly given when it is given to really suitable industries 
and given for a fixed and temporary period (and not indefinitely) 
and when the ultimate gain would be large enough to outweigh 
the temporary loss due to protection. 

In actual practice, however, all these considerations are not 
carefully borne in mind by a Government granting protection 
and so the losses from protection are often greater than the 
gains. 

(C) Ptoteetion produces certain serious evils and this 
makes the adoption of free trade necessary and desirable. • 

There are more things in earth than are dreamt 6f in the^ 
ordinary protectionist's economic philosophy. The ordinary 
protectionist does not often realise that protection has its 
seHous evils. 

The evils of prolettioh are the following t 

I. Economic evils. 

(i) Protection in a country diverts labour and capital from 
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those* industries which are naturally nune pipductive to the 
artificially protected industries. It thus 
reduces the industrial efficiency of the 
nation and makes it less productive than 
it would be under a system ef free trade. 

(ii) Again if protective duties are levied upon the raw 
materials for manufactures, upon machinery and other equip- 
ment for industrial enterprises, then the home industries will 
be heavify handicapped in their competition with foreign indus- 
tries. 

(iii) It has been ascertained that protecticm fosters the 
growth of monopolies and trusts by shutting out foreign com- 
petition. Indeed it has been said that 
the Protective UHff is the mother of 
trusts tn the United htates of America. 

At least this much is true that if there had been no protection 
then international competition would have been a very effective 
instrument to use against the trust and to reduce its powers for 
evil. 

Tliis is a danger to be guarded against also in India. 

(iv) Protection by weakening or removing altogether 
foreign competition slackens the spirit of industrial progress 

among home producers, tends to make 
Business enterprise them less energetic and enterprising. 
slackSed.^^”* progress ^ great danger specially in a 

conservative country like India where 
the enterprisers are generally timid and unenterprising and 
unwilling to introduce qui(:kly modem improvements in methods 
of production and business organization. 

(v) The import duties, under a system of protection, raise 
the price of imported commodities and also the prices of 

corresponding commodities manufac- 
Consumers suffer. tvLred within the country ; and the loss 
to consumers in the shape of increased prices is much greater 
than the revenue realized by the government. 

(This is an important consideration in India where millions 
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and tnillions of.consumers are in wretched poverty and on the 
brink of starvation)* 

(vi) From the standpoint of distribution protection is un- 
just. It enriches producers who are rich at the expense of 
consumers, a great majority of vfhom are poor. 

(This is also an important consideration in India). 

(vii) From the commercial point of view, protection is 
undesirable. A policy of protection brings about a redpction in 
imports and this will bring about a reduction in exports so the 
export industries will suffer. 

Labour and capital engaged in export industries will be 
injured by the reduction of employment. 

II. Non-economic evQs. 

1. Actual exj^erience in the United States has shown that 
protection endangers the political morality of the people. Large 
industries controlling enormous amounts of capital will bribe 
legislators to retain the existing amount of protection or to 
increase it. 

This danger also exists in India, perhaps all the more so 
because the vast majority of the Indian people are unorganised 
and without education and are therefore unable to safeguard 
properly their economic and other interests. 

2. Tariff wars between nations embitter international 
relations and have been known to lead to wars. 

India and Protection. 

Every country has its own problems of international trade. 

Protection is necessary in India for some industries (chiefly 
infant industries) hut only with sufficient precautions and suit- 
able instruments. For India, the large loss to consumers, the 
question as regards the distribution of wealth, the conservatism 
of the Indian people as regards methods of production, the 
danger of monopolies and trusts and combinations among pro- 
ducers for exploiting the consumers, the danger of political and 
commercial immorality, have to be weighed against any possible 
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ddvantigffes from ’t^ritection (Refer to pages 257-2647 'a6d-2l6>>. 
The Indian Government is fairly efficient j but <41 is bnifead- 
eratic, ^not snjGEkiently responsible to Indian public opinioi^, not 
sufficienitly businesslike and it is controlled by the 3 iritisb demp- 
cracy at home — and as at present constituted^ this 
is not the fittest ii^strument for introducing protection, sRecially 
when the question is between Indian and ]^nglish inaiistries 
'^d the protection of Indian industries against the coiiipetition 
of 'Englteh industries. India must have the suhstanc^ of SnidircLj 
or responsible gdveinvfient cbiitrolled ftiainly by Indians hrid 
responsible to the Indian people and then only India! •will be 
able to tntrodude a really 'satisfactory and scientific system of 
protection for Indian industries, n 

Under the pressure of public opinion, beginnings have been 
already made as regards the introduction of protection into 
Indid. The Indian Fiscal Commission has* recommended dis~ 
criminating protection'^ ; and it lays down the following three 
conditions to be satisfied by industries before protection can 
'be granted : ' 

( * The phrase ^discriniiiiapng protection’ \^as the Hon ’hie Mr. Har- 

jldshenlal’s gift to the Indian Fiscal Commission. Prof. Coyajee gives 
an able exposition of * ’discriminating protection*’ in his Indian FiSeal 
rrbblefn. ”If one is asked for a description or definition of ”d4scriininat*- 
ing** protection, the answei is that tt is based upon and guided by the 
principle of comparative cost In other words it extends protection only 
to, such industries as regards which a country enjoys or can be shown 

to enjoy ultimately a comparative advantage We have In fact 

reached the central principle which can guide us aright at all pointS'H- 
as regards the industries to be selected for protection, the extent and 
measure of assistance to be extended to them as also the length of the 
period during which such help is to be rendered to them.” 

Such ’’discriminating”'' protection secures national productive 
efficiency and it is also in the interests of the consumer^, mwng pro- 
tection and its burden of high pnce temporary and the ^ least ppss^ble. 

In connection with Indian protection, Prof. Coyajee recognise) that 
the diversification of industries argument is no less important than thh 
ikfant industry argument ”In advancing and marshalling the argt»- 
ments for protection the Indian Fiscal Commission has justly given 
place of honour to the infant industries argument Not only is the 
theoretical validity of the argument undeniable but there ha^ b6en a 
tendency to extend the scope of its application on ihe p«vt>of recogniscid 
|e<p(manuc» authorities , (Taussig, Marshall, etc,) • » • • •« We might now 
tui;n our attention to me otnor cogent argument 6n behalf of protection 
— that’for ^the' dlVet^ififcatroti Of industries. . . .»! It' migjlJt 'have’been 
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(1) The itidustty must be one possessing natitral advant- 
ageS) such as an abundant supply of raw material, cheap power, 
a sufficient supply of labour, or a large home market. 

(2) The industry must be one which without the help of 
protection either is not likely to develop at all or is not likely 
to develop so rapidly as is desirable in the interests of the 
country. 

(3) The industry must be one which will even^ially be 
able to face world competition without protection. 

A TarifiF Board (like similar Boards in the United States 
and Australia) has been constituted ; it is 

(1) to investigate the claims of particular industries to pro- 
tection, and if satisfied that protection is required, to recom- 
mend the rate of protective duty, or any alternative measures 
of assistance such as the grant of bounties, 

(2) to watch the effects of protective duties or other 
measures of assistance on industries ; to review periodically the 
results of such protection on each industry, and to make recom- 
mendations when necessary for the modification or withdrawal 
of protection etc. 


noted that the two arguments — the infant industry argument and the 
argument relating to diversification and correlation of industriesr— are 
closely related one relating to development and the other to the co- 
ordination and co-operation of productive powers. The development of 
any particular infant industry is one means and aspect of securing the 
requisite national co-ordination of industries. But in looking at diversi- 
fication or co-ordination of industries, our viewpoint is shifted to^ the 
national outlook embracing all industries and to their interrelations. 
.... This wide range of ue diversified industry argument imports into 
it considerations relating to all aspeets of protection— social, psychological 

and industrial The principle of comparative cost defines the 

scope of wise diversification of industry.** 

The diversification of industry (or 'variegated production*) argument 
—now enjoying a substantial measure of support in Germany and the 
United States— has in India a long and renowned history. In Germany 
the protest has been against neglect of domestic agriculture and 
excessive attention to manufactures for export. In India the emphasis 
has been in the opposite direction— against neglect of .manufacturing 
and other industries and excessive dependence on agricnlture. And the 
argument is powerfully stated in the writings of the late Mr. Ranade, 
the late Mr. R. C. Dutf; it is forcefully presented by Pandit Malaviya 
and other living Indian publicists of recognised standing. 
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The Tariff Board is not to take decisions, it is to make 
recommendations — ^and the final decision rests with the Indian 
Government and the Indian Legislature. 

Protection has been granted to the steel industry and the 
paper industry and certain other industries. The steel industry 
is protected by (i) import duties on foreign steel products 
and also (2) a direct bounty to the Indian steel industry. 

• Dumping, Retaliation, Reciprocity. 

For dumping and the different kinds of damping, see Part I., Book 
Fourth, Chapter VI, Page 415. 

Under modern conditions of industry, producers often find it 
desirable to sell the surplus stock in foreign countries at excessively 
low prices thus ^keeping up prices in the domestic market when it is 
their chief market. 

The advantages from dumped gdods. 

Some writers maintain that the foreign country iif^ which the goods 
are dumped is sometimes benefited than otherwise. 

The consumers of the country get dumped articles at cheap prices 
and manufacturers will get their raw materials cheap if these are 
dumped into the country. 

The continental countries which damped bounty-fed sugar into 
England at extremely low rates enabled English consumers to get their 
sugar for almost next to nothing. 

When does dumping injure Protection against dumping. 

Under other circumstances dumping is injurious to the country in 
which the damped goods are sent. Russia wants to develop her iron 
industries, she wants to make her own rails. And the dumping of cheap 
German rails into Russia will be prevented by Russia in the interest of 
her own industry. 

Protection against damping is thus desirable under certain circum- 
stances. This is an important protectionist argument. 

The practical difficulties in connection with the prevention of dump- 
ing are however considerable. 

Reciprocity or Fair Trade. 

This is to be distinguished from Free Trade. According to the strict 
principles of Free Trade, a country should allow the imports from^ a 
fpreign country to come in freely even if the foreign country levies 
protective duties against tliat country. 
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The advocates of Pair Trade (as opposed to Free Trade) maintain) 
that a policy of Free Trade should be adopted in the trade with Free 
Trade countries and that against protectionist countries a protectionist 
policy should be followed. There should be reciprocity in the matter 
of trade. (In answer to this, free traders point out that if a free trade 
country in spite of protective taxes levied by other nations on her goods^ 
can get the goods of other countries in* exchange for her own goods at 
less cost than she could make goods like them for herself, it was in. 
her interest to do so). 


Retalwtioii. 

The advocates of Retaliation recognise the advantages of Free Trade. 
They look upon Free Trade as the ultimate goal; and they support 
retaliation as a temporary policy to compel foreign nations to reduce 
taxes on imports from the home country and thus bring about Free 
Trade. 

As soon as the foreign countries have been brought round, retalia- 
tion would be dropped «Lnd the policy of Free Trade should be established. 

Retaliation has been supported by* Adam Smith, and it is power- 
fully supported by some modern economists including Gustav SchmoUer. 


Objections against a policy of Retaliation. 

(1) Opponents of retaliation point out that historically measures of 
retaliation have generally failed to produce the desired effect. 

(2) Retaliation may provoke counter retaliation and thus lead to 
endless economic warfare. 

(3) It is difficult to adopt measures of retaliation against the trade 
of a foreign country in such a way as to avoid a corresponding injury 
to the home country. Restrictions on such foreign imports as will 
seriously injure the foreign countries will also generally be felt seriously 
by the purchasers of these imports in the home country. 

It is to be carefully remembered that retaliation is to be justified 
only from the point of view of free trade. It is successful only if it 
succeeds in bringing about free trade, otherwise it is completely ^rown 
away. 


• **There may be good policy in retaliation of this kind, when there 
is a probability that they will procure the repeal of the high duties or 
prohibitions complained of.*’ Adam Smith goes on to point out that to 
judge whether such retaliations are likely to produce such an effect, 
does not, perhaps, belong so much to the science of a legislator as to 
the skill of "that insidious and crafty animal vulgarly called a statesman 
or politician.**— (The Wealch of Nations, Book iv). 

tl — 18 



374 ' OUTLINES OF ECONOMICS 

tCondttsion about Free Trade and Protection. 

An examination of free trade and protectionist arguments 
leads to these conclusions. 

The problems of international trade are problems partly of 
national, partly of international organization. Free trade pro- 
gresses during times of peace and Protection during times of 
war between nations. 


t Free Trade is not the suitable policy for all nations and at all 
times. Nor Protection. Whether a nation is to follow Free Trade or 
Protection depends on its state of development — on its economic, political 
and social conditions. And the same nation is justified in adopting 
Protection at one stage and Free Trade at another. Protection has its 
uses. Also Free Trade. 

This is the opinion maintained in modern countries — Germany, 
Britain, France and the United States, etc.— by the leading economists 
of the present generation. Germany under existing conditions requires 
protection — perhaps moderate protection. And Schmoller, the famous 
German economist of the historical school, declares that '^neither free 
trade nor protection is to be blamed but the misuse of either and the 
employment of either policy under unsuitable circumstances.** Till 
recently Britain was a great tree trade country. And Prof. Marshall, the 
great leader of the English free trade economists, carefully notices the 
exceptions and qualifications to free trade and states *‘in the long run it 
might have been better both for England and for free trade if they (the 
old English economists) had been compelled to make prominent the 
cumbrous qualifications which they omitted.** 

The United States of America is a stronghold of protection. Prof. 
Taussig, a distinguished American economist, thus outlines his position : 

would not have the reader to infer that I am an unqualified free 

trader The case in favour of free trade has indeed always 

seemed to me prima facie strong ; and prolonged investigation and reflec- 
tion have served to confirm me in this pinion. But it is only a prima 
facie case. There may be offsetting advantages which rebut the presump- 
tion.** 

As regards Protection, ^rof. Marshall recognises the strength of the 
infant industry {nascent industry) argument and the diversification of 
industry argument; Prof. Taussig values the young industries argument, 
does not consider the argument from diversification of industries under 

g rotection applicable at least in the case of the advanced nations, but 
e realises the effectiveness of ‘^political and social arguments as to the 
avoidance of extremes**— and admits the utilitv of protection against 
dumping. 

Prof. Seligman makes the following observations as regards the 
history of protection in Britain and the United States ; *Tt was in 
England that the system (of protection) was carried to an extreme, and 
it was there that the reaction first came. During the period of the 
industrial revolution which, as we know, began in England several 
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Between nations which are now in a state of compafoiive 
economic equality, on economic grounds free trade is the best 
policy, and protection is unnecessary and even injurious. Even 
such nations may find protection necessary on political grounds. 

At the present moment all nalions are not in a state of 
comparative economic equality,* Some nations are backward, 
others are very much advanced from the industrial point of 
view. Free Trade between an advanced and a backward nation 

decades earlier than elsewhere, Great Britain followed a policy of the 
most rigorous industrial protection. Not only were many of the import 
duties quite prohibitory, but the export of machinery or even of the 
plans of machinery was absolutely forbidden. Compared with the British 
tariffs at the end of the eighteenth and the beginning of the nineteenth 
century, even the most complex of modern tariffs is simplicity itself. 
When Great Britain had finally attained a virtual monopoly of the chief 
industries and had established her supremacy on the ocean, she naturally 
found it to her interest to let down the bars Not fearing foreign com-* 
petition any longer at nome, her great need was to secure an outlet for 

her surplus products (In England) Free Trade was now an 

accomplished fact. 

For a short time the free trade movement made some headway in 

other Kuropean countries With the revival of the national 

sentiment, however, first in Germany and Italy and then eLsewhere, the 
last quarter xji the nineteenth century witnessed not only a return to, 
but an intensification of protection. Finally as the younger industrial 
nations are attaining their maturity. Great Britain is commencing to lose 
her proud position of complete industrial domination, and we accordingh 
find since the beginning of the twentieth century in the classic home 
of free Uade itself a sharply defined movement for a return to protection. 

So faf as the United States is concerned it is scarcely open to ques^ 
tion that the system of protection has somewhat hastened the industrial 
development of the country. It has not created the development which 
was bound to come sooner or later, and it is responsible for many 
incidental evils (political demoralization, monopoly, etc.). . . . And it is 
yet difficult to escape the conclusion that protection has been on the 
whole a wise policy for the United States. ... As the United States 
becomes more and more an industrial nation, seeking an outlet for Its 
manufactures, it is indeed probable that the tariff will be gradually 
lowered, with advantage to all, but he would be a hasty prophet who 
would predict any sudden or material change for a considerable time to 
come** (Principles), 

* The rationale of protection — ^in its economic aspect— is thus stated 
by Prof. Coyajee in his Indian Fiscal Problem : “The correct theory 
of protection is based upon the unfulfilled assumptions and necessary 

qualifications of the naive free trade theory The benefits of 

international division of labour are no doubt great; but it is only when 
fully developed countries compete as equals that the best form of 
international division of labour can be reached, and such a division is 
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will benefit the industrially advanced people, and will benefit 
the world as a whole for the time being at the risk of serious, 
loss to the backward people. 

‘‘The essence of free trade is cosmopolitanism ; the essence 
of protection is nationalism,” 

A nation may rightly follow a protective policy and impose 
restrictions on international trade — 

(i) To promote national economic interests, A backward 
nation ds justified in hastening its industrial development by 
protecting suitable infant industries till they reach maturity. 

As Prof. Marshall says ^Protection to immature industries, 
is a very great national good.” 

(•2) To promote national political interests. 

Some nations may require protection (a) to promote national 
political interests and also (b) to promote national economic 
interests and industrial development ; ancf some nations may 
require protection to promote national political interests only, 
not requiring protection to promote national economic interests 
because the industries in these nations are already developed 
and progressive. 

''Defence is better than opulence,^* National strength and 
national independence are to be secured sometimes even at the 
sacrifice of economic interests. 

{a) Protection for industries engaged in making guns, 
munitions and other war materials and (b) protection for pro- 
moting national industrial self-sufficiency to the required extent 
in view of interruption of communications with foreign countries 
during a war — these are justified on this ground. 

(Protection against \dumping is defensible when such pro- 
tection is necessary to prevent the imported dumped goods 
from injuring domestic industries by unfair competition. Res- 


itself reached only by tentative stages Finally, the transfer of 

capital and labour from one industry to anotlier, as a result of the 
stress of foreign competition, is a much more formidable matter than 
has been sometimes supposed. The unfulfilled assumptions and the 
unemphasised qualifications of free trade form the armoury of protect 
Uon, Jn the considerations stated above might be recognised' the leading 
arguments for protection. 
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^ctions on international trade in the shape of retaiiaiion are 
justified if such restrictions are likely to induce the foreign 
country to lower its import duties on the goods of the country 
adopting a policy of retaliation). 

• 

Certain general considerations on the subject of Free 
Trade and Pk'otection. 

Whether a country follows a policy of free trade or protec- 
tion is a question to which sometimes too much importance 
has been attached. This question is not after all of vital 
importance especially in rich and progressive countries inhabited 
by an intelligent and enterprising people. 

We see the United States has prospered under protection 
and so also Germany ; and England has prospered under free 
trade. 

* The tariff policy of modern countries has undoubtedly 
been a minor factor in their industrial life. Industrial pros- 
perity in the United States as well as in England and Germany 
is principally due to the spread of general and technical educa- 
tion, the development of intelligence and ambition among 
the people, scientific inventions and discoveries, up-to-date 
machinery and up-to-date methods of production and business 
organization — and not due only to free trade or protection. A 
country with an intelligent, enterprising and wealthy popula- 
tion possessing the modern material equipment for production 
(viz. abundant natural resources, adequate transport and 
banking facilities etc.) will prosper under free trade and some- 
times will prosper even in spite of protection. And it has been 
seen already that protection also is necessary sometimes to 
secure national economic or political interests. 


* **A last lesson may^ perhaps, be learned from the considerations of 
British trade policy during this period; that questions of trade policy 
by themselves have not the primary importance they are generally 
assumed to have, and that to^y, thev fall relatively into the back 
ground as compared with the great problems of the national organiza- 
tion of production and labour’\ (Fuchs— The Trade Policy of Great 
Britain), 

Also Taussig— Vol. I., Chap. 37. 
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Wm the Engiiah poli^ of free trade fpllowed bjr other 
natioii*? 

England gradually changed her policy of protection to one of pure 
free trade by successive steps in the period from 1815 to i860. 

Other European countries 'did not at first follow the English* free 
trade example because they thought that the sudden influx of British 
manufactures would ruin their infant industries which had grown up 
under the continental system and the exclusion of British manufactures. 

Frqpi about 1850 to 1865 there was a distinct tendency towards free 
trade in almost all European countries, France, Germany, Italy, Holland, 
Belgium, Portugal etc., — they all adopted measures in the direction of 
free trade. 

A protectionist reaction has been in operation since 1865 and this 
has prevented the continental countries from following in the footsteps 
of England, The causes of this renewed movement in favour of protec- 
tion are the following : — 

(z) Wars have increased national hostility and have thus 
strengthened the desire for protection. * 

(a) Wars are costly. Large revenues have to be raised ; and 
financiers have found it convenient to resort to protective duties for 
this purpose. 

(3) Agricultural depression in Europe, and the importation of 
cheap foreign food specially from the U. S. A. have led to a demand for 
agricultural protection in the agricultural countries of Europe. 

Wars increase the desire for and to some extent also the need for 
protection. 


The World War and the World Economic Depressiott 
have strengthened economic nationalism among nations. 

The World War of 1914-18 greatly increased the desire for protection 
in almost all countries and largely strengthened the spirit of economic 
nationalism. The movement towards economic nationalism has been 
further strengthened by the world economic depression. Britain, the 
leading free-trade country of the world, has been compelled to abandon 
free trade and to adopt a policy of protection against foreign countries 
and as a result of the Ottawa Conference, the policy of Imperial 
Preference as between the countries of the British Empire. 

Economic Nationalism, its Evils and its Future. 

The world economic depression has brought about large 
and disastrous changes in prices, production, employment — 
and not less in international trade. The tendency is now all 
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towards economic nationalism, — each nation trying to be a self- 
contained economic unit as far as possible, reducing foreign 
imports by heavy protective tariflFs (a) partly to help domestic 
industries hard hit by the depression, and (b) to reduce foreign 
obligations which may depreciate, the external value of the 
domestic currency, also (c)to secure revenue for improving the 
financial position of the government in a time of exceptional 
financial difficulty. 

Economic nationalism of an extreme type is known as 
autarchy, 

“The conclusion to which the world will move, if the 
“closed unit” alternative is chosen, will be that of an economic 
system in which either single great countries, like the United 
States or Russia or Empires such as British, or economic unions 
of a number of separate politically sovereign states, for example 
in Central Europe,* will form economic units, each producing 
from its own resources for its own market, with no more than 
an indispensable fringe of external trade as a supplement. Raw 
materials will be exported and imported ; a few highly- 
specialized manufactures will pass from one unit to another. 
The position will become more like that of the days before the 
industrial revolution, when with small unit manufacture and pri- 
mitive transport facilities the vast bulk of the world’s activities 
were national, or even regional and local, and external trade 
was mainly concerned with the precious metals, the precious, 
spices, a few luxuries, a few staple commodities such as wool 
and its products” — Sir Arthur Salter in Foreign Affairs^ 
October, 1932. 

The evils of economic nationalism. Failure of the World 
Economic Conference (1933) to achieve substantial results. 

If this kind of economic nationalism continues and becomes 
even more aggravated in future, the result will be that every 
nation will be impoverished by turning its labour and capital 
to comparatively unproductive channels for making, at com- 
paratively high costs, many things within the country which 
could be imported more cheaply from foreign countries where 
they are made cheaply and efficiently. The world as a whole 
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will thus get impoverished and mankind will have to accept a 
lower standard of living. This great menace to the economic 
well-being of the world can be averted only by international 
co-operation for reducing economic nationalism and promoting 
international goodwill. But* unfortunately the signs of such 
co-operation are still few and not sufficiently promising. The 
World Economic Conference, held in 1933, has failed to achieve 
anything substantial in this direction. 

• 

The Ottawa Conference and Agreements. 

The Ottawa Conference is an experiment in economic 
nationalism for the British Empire. The value of the agree- 
ments arrived at between Britain, India and Britain*s self- 
governing gplonies has been much disputed by competent 
British and Indian economists. ^ 

(1) It is pointed out by competent economists that these 
agreements, so far as they do not expand the world trade, 
so far as they do not bring about an increase in the total 
value of world’s trade,* they will not add to the world prosperity 
and to the prosperity of the British Empire which is a part 
of the world economic system. A mere diversion of trade from 
non-empire countries to countries within the British Empire 
is no net gain to the world. It may mean loss by diverting 
labour and capital to comparatively unproductive channels. 

(2) Further the Ottawa agreements do not secure Empire 

Free Trade nor even low tariff Empire trade, and thus do not 
promote materially more economic and efficient application 
of labour and capital within the countries of the British Empire 
as a whole. ^ 

(3) As regards Britain Lord Snowden and certain other 
distinguished British economists and public men maintain that 
the interests of Britain have been sacrificed to the interests of 
British self-governing colonies. As the result of these agree- 
ments Britain will have to buy^ food and raw materials dearer 

* **The principal conference at which larigs have been discussed, 
that of Ottawa, does not im'rease the volume of world trade as a whole** 

—Sir Arthur Salter, Recovery, 1933, xxix. 
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from Fmpire couiitries and specially the colonies without getting 
sufficient compensation for British manufactures in the colonial 
markets which are well-protected against British imports in the 
interest of domestic industries, ^me British manufacturing 
industries have gained some advantages in the colonial markets 
from the Ottawa agreements. But British manufacturing 
industry as a whole has not gained sufficiently to make it worth 
the cost to the country as a whole. 

Just now there is strong complaint by British farmers that 
the British colonies taking advantage of the Ottawa agreements 
are able to sell their agricultural products in Britain at prices 
which cause great loss to British farmers. Mr. Baldwin, the 
British Conservative leader, has been forced to take notice of 
this situation and has declared '‘the interests of our farmers 
must come first, the interests of the Dominions* farlfcers second, 
and the interest of# the foreign farmers third.** 

India and the Ottawa Agreement. 

The Ottawa agreement, entered into for India by a largely 
unrepresentative Indian delegation, has been ratified by a 
largely unrepresentative Indian legislature. The agreement has 
been strongly criticised by Indian opinion. It has been 
remarked that the delegation should have been more represen- 
tative and should have been better prepared with facts and 
materials which would have been best supplied by a Fiscal 
Commission. 

As at present arranged, the Ottawa agreement is highly 
unsatisfactory. 

(1) A fundamental consideration of Woild Economics. 

The Ottawa agreement with its restrictive effects will 
not increase the volume of world trade, will not help world 
recovery and to that extent will not help India which is a part 
of the world economic system. 

(2) A fundamental consideration relating to Indian economic 
• conditions. 

For nearly a generation, Indian imports from Britain and 
British Empire countries have been decreasing and imports 
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from non-empire countries have been increasjng, also Indian 
exports to Britain and Empire countries have been decreasing 
and Indian exports to non-empire countries have been 
increasing. 

The object of the OttawA agreement is to change artificially 
this present strong natural movement of Indian trade away 
from Britain and the Empire. * Broadly the result of the Ottawa 
agreement will be that (i) India will have to buy now* and in 
future dearer imports from Britain and British Empire countries 
rather than cheaper imports from non-empire countries and 
(2) India will have to sell now and in future more exports in 
the unexpanding and comparatively unremunerative markets of 
Britain and Empire countries rather than in the more expanding 
and comparatively more remunerative markets in the non-empire 
countries. 


* A good detailed examination of Indian exports and imports in 
this connection is found in D. Ghosh's The Ottawa Agreement. With- 
out ^oing in detail into different Indian exports and imports for an 
examination of the effects of the Ottawa Agreement, the following may 
be noticed : 

(1) Indian Exports. 

Indian exports, as a whole, do not gain substantially from British 
preference. There is some gain to certain Indian exports. Also as 
Indian exports are chiefly of food-stuffs and raw materials, Britain can- 
not exclude them from preference without much injury to her own 
economic interests. 

(2) Indian Imports. 

The agreement in its present form means large losses to the Indian* 
consumer both now and m future in connection with Indian imports. 

(3) Indian Exports and Imports. 

The net gain to India's^ exports from Bmpire preference is much 
less than the net loss on Indian imports both now and in future. 

Indian foreign trade statistics for 1932-33 show that Indian exports 
have not benefited by the Ottawa Agreement and that Britain, has 
benefited by a substantial increase of British imports into India. So 
what was expected by the critics of the Ottawa Agreement, has happened 
in actual fact. 

As regards Indian exports of raw and manufactured jute, ground- 
nuts, rice, shellac, goat-skins, mica, forming about two-thirds of the 
total value of Indian exports (to all countries) affected by preference, 
India is not likely to lose much by rejecting Imperial Preference. For 
India is a monopolist supplier of some of these commodities, and as 
regards certain other commodities she has a sort of semi-monopolist 
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So the Ottawa agreement will mean for India loss now and 
in future in connection with both imports and exports. 

Satisfactory International Trade Arrangmients in relation 
to comparative cost. 

It is clear that on purely economic grounds and as between nations 
in a state of comparative economic equality, free trade is the best 
policy. This appears from the doctrine of comparative cost. (In other 


position among Britisb-Empire countries. Also Britain cannot exclude 
India from Imperial Preference as such exclusion will lead to higher 
prices for certain food-stuffs and raw materials in Britain and that 
would be clearly against British interests. 

Tea is an important Indian export to Britain. Indian tea (like all 
Empire tea) requires preference in the British market to maintain its 
position against Java and Sumatra tea. But this preference must be 
substantial. Also the benefit to India from preference granted to tea 
is qualified by the Jwo following considerations : 

(a) About 85 p. c. of the capital invested in the Indian tea industry 
is British capital, and so it is predominantly British capital which is 
getting preference. 

(b) The preference in the British market granted to Indian tea is 
alvso granted to tea from Ceylon, another Empire country. So the 
position of India is not improved in any way in relation to Ceylon, 
a strong competitor of India, in the British market as regards tea. 

Preference to British imports into India under the Ottawa Agree- 
ment is likely to increase prices to Indian consumers by shutting out 
cheaper imports from other foreign countries; in some cases, is likely 
to reduce protection to Indian industries and affect unfavourably the 
revenues of the Government. 

It is pointed out that India’s joining a scheme of Imperial Pre- 
ference may lead non-empire countries, like Germany, France, Italy, 
U. S. A., Japan to retaliate against Indian exports to these countries. 
These non-empire countries are l(^:ge buyers of Indian exports of raw 
cotton, oil seeds, hides and skins, pig iron and they always buy more 
from India than they sell to India. This danger of retaliation is 
substantial and must not be ignored. 

India requires protection for her manufacturing industries and 
chiefly against British competition ; and after safeguarding the interest 
of her manufacturing industry and at the same time avoiding undue 
burden on consumers in the shape of unduly high prices India can 
cultivate friendly trade relationship as regards exports and imports with 
Britain and Empire countries, and also with non-empire countries like 
Germany, France, IT. S. A., Japan. But in these trade agreements, 
India’s interests should be duly considered. The Ottawa Agreement, in 
its present form, does not give due consideration to Indian interests, 
leads to sacrifice of India’s large and expanding (export and import) 
trade with non-empire countries in the interest of Britain. 
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cases and on economic as well as on political grounds, a policy of 
protection may be desirable for a country.) 

Again when a country seeks scientific protection on economic 
grounds, Ithe principle of comparative cost should determine what 
industries best aeserve protection and the extent of protection and the 
duration ’of prote^'tion. « 

Even when economic nationalism (unscientific protection) is very 
much favoured by nations as at the present day, the economic losses 
due to it may be minimised if there be some regard paid to the principle 
of comparative cost in the selection of industries for protection. 

« 

The world factor in relation to present conditions of 
international trade. 

The world factor in this connection is of the utmost 
importance. For a long period a country can continue to sell 
increasing quantities of its goods and services to other nations 
if it continues to buy increasing quantities of goods and services 
from other nations. If some countries follow a policy of 
restriction of imports against other nations, this brings about, 
sooner or later, a similar policy of restriction by other nations 
against these countries. Every country suffers. The world 
suffers as a whole. Mankind has to submit to a reduced pro- 
duction of wealth and to a lowered standard of living. This 
is the present condition of the world to-day. Every nation will 
live better by following a more liberal policy in its international 
trade with other nations. It must live with the world — not 
cut off from the world. 


Summary. 

1. International trade is trade atftong nations of goods for goods. 

2. International values (the ratios of exchange between commodities 
entering into international trade) are determined by the intensity of 
reciprocal demand within the limits imposed by comparative costs. 
(International values are largely hifluenced by the fact that labour and 
capital do not move so freely from country to country as within the 
same country). 

3. *{a) International trade has the following advantages : — ^It enables 
a Gountiy to get by importation commodities which cannot be produced 
at home, also to get cheaply commodities which can be produced at 
home only at a greater cost, it develops a nation *8 industries by 
extending the market for them, increases the productive efficiency of 
all nations as a whole and acts as a powerful check on monopolies and 
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trusts. It makes for peace among nations and promotes culture and 
civilisation. • 

(b) International trade has its disadvantages reimportation may 
displace labour and capital in domestic industries; and exportation 
increases the risks of overproduction, may intensify the operation of 
diminishing returns and may lead to fjie exhaustion of valuable natural 
resources. 

4. The balance of trade resulting from the imports and exports of 
commodities is to be distinguished from the balance of accounts resulting 
from the total credits and debits of a country. 

5. A wonderful economy of metallic money is made in pd^ments in 
foreign trade through the, use of bills of exchange and other credit 
devices. 

6. The rate of exchange is determined chiefly by the demand for 
and the supply of bills. Strictly speaking, it depends upon the total 
reciprocal liabilities. 

'The specie points or gold points are upward and downward limits 
in the rate of exchange at which gold flows from country to country, 
and they are respectively (a) par value plus cost of transmitting bullion ^ 
(b) par value minus cost of transmitting bullion. 

A so-called favourable rate of exchange is a rate which leads to the 
importation of gold; and a so-called unfavourable rate is a rate which 
leads to the exportation of gold. 

7. Nations have at different times imposed restrictions on inter- 
national trade with different objects. 

Protection is defended on economic and also on non-economic 
grounds. On economic grounds protection is advocated as increasing 
employment, keeping wages high, developing infant industries, conserv- 
ing natural resources, preventing dumping and by protective duties 
making the foreigner pay while at the same time protecting domestic 
industries. On non-economic grounds protection is advocated as pro- 
moting nationalism, securing national industrial self-sufflciency so often 
found necessary in times of war, and promoting a higher civilization in 
dynamic societies. 

The principal arguments in favour of free trade attempt to show 
(a) that free trade confers positive advantages (b) that protectipn fails 
to realise its beneficial aims {c) that protection often produces serious 
evils. 

[Free traders regard their arguments in favour of free trade as so 
many arguments against protection, and protectionists regarcf their 
arguments in favour of protection as so many arguments against free 
trade.l 

8. The increase of Economic Nationalism is a danger to world 
economic prosperity. 
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9. The Ottawa Agreements are an experiment in Economic National* 
ism aa applied to the British Empire. In the present form of the 
Ottawa Agreement in relation to India, Indian interests have not been 
duly considered. 


Qiieations. 

X. What are the advantages of international trade, and what are 
the disadvantages? (C. U. 1921). 

Discuss the advantages and disadvantages of international division 
of labour.* (C. U. 1924). 

2. (a) State the theory of international value. (C. U. 1925). 

(b) Write a note on the analogies between domestic trade and inter- 
national trade. 

^Domestic trade within a country is based on division of labour and 
J secures important economies from this division of labour. International 
trade essentially does the same thing — only on a larger scale, and as 
between nations. Different nations are regarded as non-competing 
groups as regards labour and capital. But there are non-competing 
groups also uithin the same country. So the analogy holds partly here 
also. 

Seligman and certain American economists maintain that a separate 
theory of international value is not required—in view of the analogies 
between domestic and international trade. 

Taussig notices the above-mentioned analogies between domestic 
and international trade. Also he states : **As between nations, so 
between social groups (w'ithin the same nation), the range of money 
incomes is the instrument and the decisive test of gain; and that gain 
is realised in the purchase of the thing or services produced by other 
groups ” — (Principles of Economics, 1926, Vol. II., Chap. 48)^) 

h 3. Write notes on balance of trade, balance of accounts, invisible 
imports and exports. What is a favourable balance? 

Give a brief account of the Mercantile Doctrine. (C. U. 1923). 

For what different reasons may a country's exports habitually exceed 
or fall short of its imports? >(C. U. 1928). 

L 4. What is the rate of exchange 7 What is a par rate of exchange ? 
Specie points? Favourable and unfavourable exchange? 

Write notes on (a) the mint juar of exchange (b) the ^ede points. 
(C. U. 1922, 1932) . 

Show how by means of a bill of exchange a sa^e of goods to a 
merchant in London, by 'a merchant in Calcutta, and a sale to a 
merdiant in Calcutta, by a merchant in London, may be liquidated 
without the sending of specie from one country to another. (C. U. 1921) . 

Explain carefully how the rate of discount influences (a) the prices 
of securities and (b) the foreign exchanges. (C. U. Hons. 1931). 
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Refer to The Rate of Discount in pages 232-233. 

How is a disttfrbance of the equilibrium between a country's credits 
and debits corrected? Consider separately the case of trade between 
countries which have (a) gold currency, (b) inconvertible paper currency. 

Refer to The Correctives of the Exchanges in page 230. 

As between two countries on the g^old standard, the disequilibrium 
is corrected by the manipulation of the rate of discount and the inflow 
of gold into the creditor country and the outflow of gold from the 
debtor country. But as between two countries with inconvertible paper 
currency, there is no free inflow and outflow of gold; and the dis- 
■equilibrium between two such countries is corrected by the adjustment 
of the internal price levels in the two countries and the adjustment of^ 
the rate of exchange. 

5. What is the theory of protection ? Discuss the arguments, 
economic as well as non-economic, usually urged in favour of a protec- 
tionist policy in our day. (C. U. 1911, 1926). 

6. Write a note on the infant industry argument pointing out its 
theoretical validity, and indicating practical difficulties. 

7. State the main arguments for and against free trade. How do 
you account for the fact that other nations have not followed England 
in adopting the policy of free trade? (C. U. 1911). 

8. Discuss some of the cases where limitations on the freedom of 
trade may be desirable. (C. U. 1912). 

Discuss on what grounds it may be considered desirable to impose 
restrictions on the freedom of international trade. (C. U. 1922). 

9. Summarise the principal arguments in favour of free trade and 
protection respectively. (C. U. 1923). 

10. Discuss the arguments for and against protection as applicable 

to different countries at different stages of industrial development. Do 
you consider the adoption of this system desirable in India at present? 
(C. U. Hons. 1929). ^ 

11. Write a note on the Ottawa jv£reemi?nt as affecting India. 
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Distribytion. 

CHAPTER I. 

* What is distribution? 

. The word distribution refers to the sharing (distribution)' 
of the income of society (national dividend or national income) 
among the agents of production, viz, land (meaning all natural 
agents), labour, capital and organization which co-operate in 
the work of producing that income.^ 

9 

* Mill attempts a distinction between the laws of production and 
the laws of distribution. “The laws and conditions of the production 
of wealth, partake of the character of physical truths. There is nothing 

optional, or arbitrary in them It is not so with the digtribution 

of wealth. This is a matter of human institution solely.** 

** Distribution, like production, is a social phenomenon. If everyone 
consumed what he individually produced, there would be no exchange, 
no price, no distribution. In production w^e study the creation of the 
social income; in distribution w'e study its division. In the one case 
we regard it as the national output, in the other as the national divi- 
dend The modern science of economics is, as we have learned, 

due to the efforts to analyse the modern shares in distribution. 

The study of distribution is primarily a study of the remuneration 

of the factors of production Among them, wages, interest, or 

rent and profits exhaust the entire social income. 

Ill modern society differentiation of functions has proceeded to the 
extent that different classes control different agents of production. 
This separation, however, iS^ not rigid. The same man may own land 

and factories; he may be a workman and a stoc'kholder In the 

great mass of cases, however, the social class corresponds to a different 
kind of income, and in its broadest aspect the social shares in distri- 
bution correspond to the factors of production** — Seligman. 

A contribution — interesting and important — has been made by 
Prof. Cannan to the theory of distribution. 

“I even went so far as to entitle the inquiry into wages per wage- 
earner, profits per cent., and rent per acre “Pseudo-distribution,** in 
contradistinction to “Distribution Proper,** which I took tq be theory 
about the proportions in which aggregate income is divided between 
classes and persons.** 
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Prodmtioii in a modem eommtmity is a social process. So- 
is distribution, 

“The economics of distribution is ooncemed with the 
earmngs of the several agents of production, and the relation 
of these earnings to on^ another and to human effort.’* The 
share going to land is Called rent, that going to capital is 
called interest, the share earned 1^ labour is wages and that 
going to organizing is profit. ^ 

[There is some amount of difference of opinion among 
economists about the use of the terms rent, profits, etc. 
These difficulties are noticed and explained in their proper places 
in the couirse of this Book.] 


The old conception, however, was deeply rooted and difficult to 
shake. Marshall during this period seemed to move, if at all, rather 
backwards than forwards in this particular matter. 

Taussig, in his Principles of Economics, igi2, at the beginning at 
Book V : “The Distribution of Wealth," formally adheres to the old 
conception, but he shows some appreciation of the need for change by 
including a substantial chapter on “Inequality and its Causes." — 
Cannan, A Review of Economic Theory, 1929, pp. 301,302. 

“First, in the range of his constructive work, I should unhesitat* 
ingly place his treatment of the theoxv of distribution. He found in the 
books a thing which he justly callea Tseudo-DistritMtion' ; he created 
a theory of ^distribution proper*. He found economists pretending to 
discuss the distribution of wealth and actually discussing the causes 
determining wages per head, profits per cent., and rent per acK#which 
are simply three special cases of the theory of value. He found a 
confused discussion proceeding about distribution between factors of 
production and he not only straightened out, but laid the foundations of 
that much more interesting and directly important branch of the subject, 
distribution between human beings. . . . 

...... There was an unhealthy tendency developing in Britiall 

economics fp take existing institutions uncritically for grante<L often 
not evra to mention their existence and to concentrate on building up 
a non-insthutional apparatus of marginal utilities, scarcities and costs 
of production, consumers* and producers* suroluses and long shoit 
periods, an apparatus of ever increasing intellectual refinement but ever 
diminishing practical appeal. Prof. Cannan has done as much to 
reverse this drift, to revert sharply to the study of the institutions, to 
explore the economic foundations of society and not to flutter, ’ 
explanatory apologist^ ota the surface of economic phenomena** (or. 
]>alton*s article in London UsSays in Economics in honour of EdmfSk 
Cannan). ^ 

n— 19 
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V/hmt it distributed? The National. Dividend (or 
National Income). 

The capital and labour and organisation of a country 
working upon its natural r^^ources in a fixed period of time 
(say, one year) produce a certain amount of commodities and 
services, and this amount is the National Dividend for the 
period. We get the National Dividend by subtracting the 
Replacement Fund from the money value of the gross produce 
of the society ; the Replacement Fund is the fund required 
•for repairing and replacing machinery, buildings, etc. The 
National Dividend is thus the net produce of the society in a 
given period of time. 

Labour Organisation Land Capital 

NATIONAL DIVIDEND 

Wages Profits Bent Interest 

* The National Dividend is at once (a) the aggregate net 
product of and (b) the sole source of payment for all the agents 
of production within the country. It is this National Dividend 
which is divided into — 

(i) Wages — the earnings of labour. 

(ii) Profit — the earnings of organizing. 

(iii) Rent— the earnings of natural agents. 

(iv) Interest— the earnings of capital. 

Other things being equal, the larger the national dividend, 
the larger will be the share of the agents of production. 


•Sir T. H. Penson in his Economics of Everyday Life following 
the prevaili^ English ideas on the subject makes the following 
remarks : "'!]%e old idea was that the whole annual produce of the 
industry of a country was distributed among the different classes of 
producers. A certain amount went to the landowners, a certain amount 

to4he latourera, and the remainder to the capitalists To-day 

we approach the problem from the other end. The net product of a 
narticular industry or of a particular productive effort is distributed as 
Income among those who have taken part in it. The sum of such net 
products throughout the whole country would be the total amount that 
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[The development of the Idea of the National Dividend is 
in the main, due to Professor Marshall, — Marshall has made 
this concept one of the fundamental bases of the theory of 
Distribution ; and it has been used to overthrow the Wages 
Fund theory and some protectionists fallacies. 

Marshall emphasises the fact that the National Dividend 
is a flow and not a fund, it is a flowing income stream and 
not a fixed fund. The constant flow of new goods through 
supply which flow out again through demand and consumption 
is properly suggested by the word ‘flow* or stream and not by 
the word ‘fund*.] 


•could be distributed as income and hence ^ould be the sum of all 
incomes. The total income of a particular class such as the wage- 
•eamers could only be found by adding together the incomes of all the 
individual members of that class. But it must be remembered that 
the only actual distribation that takes place is the division among the 
members of an industrial group of the results of their joint effort. 
Distribution, in other words, is the determination of the income of 

individuals, and not of classes The method of distribution is 

practically as follows The business organiser may be regarded as the 

distributor Thus two facts are clear (i) the distribution is 

based on estimated product i.e,, on what the results of the effort are 
expected to be, (2) the incomes, according to the terms of the contracts 
are paid in instalments and are not affected ^ what the net product 
actually proves to be at the end of the year. For one service only was 

no contract made, viz., the service of enterprise 

The incomes which the business organiser has contracted to pay are 
the rewards of services. SSRViCBS, i,ikb commodities have a market 
PRICE, and that market price is determined by the interaction of the 

forces of Demand and Supply 

The correspondence between service and income is shown in the 
following diagram. 

P«rtonal SenrloM Servlcea of Property 

Labour OrgaoiMtion Enterpriee Nature's Gifts Capital 


NET PRODUCT 


Wages Salaries of Direetors Profit Bent Intmst 

and Manager 


There is ope other aspect of the individual income that 

should not be lost sight of, viz,, that income is frequently derived from 
more thmi onr source— is frequently a reward for more 'than one type 
of service.” 




292 outijnbS of economics 

Pirofettor Figoa on die dHbtbetkni b^l t w e e MtoMbelTe 
conoepfaon cmF the Natioiial Ohriifeiid end Fiiliei^t oonceiiiieii. 

"For the dividend may be conceived in two sharply contrasted, 
ways : as \he flow of goods and services which is produced during the' 
year, or as the flow which is lonsumed during the year. Dr, Marshall 
adopts the former of these alternative. He writes : ''The labour and. 
capital of the country, acting on its natural resources, produce annually 
a certain net aggregate of commodities, material and immaterial, 
including services of all kinds. This is the true net annual income or 
revenue of the country, or the national dividend" (Marshall, Principles 
of Economics, p. 524). Naturally since in every year plant and equip-- 

ment wear out and decay, what is produced must mean what is 

produced on the whole when allowance has been made for this process- 

of attrition. To make this clear, Dr. Marshall adds elsewhere : "If 

we look chiefly at the income of a countiy, we must allow for the 
depreciation of the sources from which it is derived." — ^Marshall^ 
Principles of Economics, p. 80). In concrete terms, his conception of 
the dividend includes an inventory of all the new things that are made, 
accompanied, as a negative element, by an inventory of all the decay 
and demolition of old things. Professor Fisher on the other hand,, 
placing in the forefront of his argument the proposition that savings 
are in no circumstances income, claims unequivocally to identify the 
national dividend with those services, and those only, that enter'^ 
directly into consumption 

Dr. Marshall's definition of the national dividend is likely, on the 
whole, to prove more useful than the other, and I propose in what' 
follows to adopt it"— A. C. Pigou, The Economics of Welfare, 1924,. 
pages 34-35, 37- 

Cannan’s criticism of the National Dhridendl Idea in 
distribution. 


There is substance in Cannan’s criticism. 

"It may be well to ask whether it is desirable to maintain any 
longer the fiction of Distrih|ition, that is, the assumption, for purposes 
of exposition, that all products are first thrown into a common heap or 
thrown into a common pool and subsequently divided among income- 
receivers. 

I am inclined to answer the question in the negative. The assump- 
tion has always been applied to political countries, and this is very 
misleading. The union of Great Britain with Ireland, and the later 
separation of Southern Ireland from that union, the creation of Poland 
and Czecho-Slovakia into separate states must have considerably altered* 
the percentages of the toted incomes of their countries received by 
particular inhabitants without really altering thdr relative incomes. . . . 

To improve upon the old idea of Distribution by making the whole- 
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-world (or even the whole of the commercial part of the world, il that la 
«ny amaller) the unit instead of &e* politick country is impracticable. 
It would make the assumption too cumbrous to be workable. . . . 

I shall therefore discard Distribution and discuss the incomes of 
workers and of property-owners not as proportions of a common whole 
but as absolute amounts per head— C^nnan, A Review of Economic 
Theory, 1929, pages 331-332- 

General Theory of Distribiition, 

The national dividend is distributed among the agents of 
production as rent, profit, interest and wages ; and with respecB 

is deUf% 

*‘The uses of each agent of production are governed by the 
^j^eneral conditions of demand ir^ r^^ at ion to supp ly ; that is, on 
the o^ hand by urgency of all uses to which the agent can 
be put, taken together with the means at the command of those 
who need it ; and on the other hand, by the available stocks 
of it.*’ 

We have to take into consideration the demand side as 
-well as the supply side in connection with each agent ; and we 
must also note that the price paid for an agent has a reflex 
action upon its supply. 

(a) First let us consider the demand side . The amount 
offered by an employer for a factor of production dePjends 
upon its marginal jprpjtoctivity (t.a., product of the final 
increm"ent*cFthat^ to him.*** 

The marginal productivity of a factor thus represents the 
demand price for that factor. 

I/abourers of equal efficiency in a given employment will 

* Employers to get the greatest profit for themselves will try to 
^dopt the most economical combination of the factors of production; 
and the most economical combination is that in which the marginal 

productivity of each factor equals its cost. In qrder to realize the 

maximum profit possible under the circumstances, each employer will 
endeavour to apporticm his land, labour and capital so that the marjgfinal 
product (the Increment of product attributable to the marginal nmt) of 
each factor of production wifi equal its expense to him. The amoimt 
•offered by an mimloyer for a factor of production will depend upon ita 
marginal productivity to hhn. 


to each employed agent of 
demand 


production, the distribution 
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receive the same rate of wages ; and the wages of each labourer 
will tend to equal the marginal product of labour. 

If wages are above productivity, then the imwillingness of 
the enterprisers to hire workers will bring wages down. When 
wages are below marginal productivity, the competition between 
enterprisers to hire more labourers will raise wages up to 
marginal productivity. In this way wages tend to equal the 
marginal product. 

Si&ilarly the demand price of the enterpriser for capital 
tends to equal the marginal productivity of capital. And 
similarly as regards the demand price of land. 

i (b) Now let us consider the supply. side_. On the supply 
side the remuneration of each agentoi' production tends to 
equal its s upply price^>)^ 

Th^ remuneration of on' em^l&yM }attor 
eqiiSrUs Indfgjfait pro^clivU^ on orTe ^e a nS T^ supply price 
(wUen it kSTVfte) cml^e other, S ~ ' 

So far as competition works freely, different enterprisers in 
the same market will pay the same rate of wages for the same 
kind of labour, the same late of interest for the same kind of 
capital goods, and the same rent for the same kind of land. 

[We have assumed that all labourers are of equal efficiency,, 
etc. 

As a matter of facjj^ all labourers are not of equal efficiency 
And to complete the theory of normal distribution We have 
simply to add that factors in production which possess differ- 
ential advantages in production tend to be paid in addition to 
the normal remuneration of factors of marginal efficiency, the 
full value of their differential advantages.] 

This is the explanation given by Marshall (and other 
I economists of the same outlook) as to how the distribution of 

i the national dividend among labour, capital, land and organiza- 
tion takes place broadly under the actual conditions of a modem 
country, 

* How would distribution be determined in imaginary states 
under imaginary conditions? Here we have plenty of scope 
for curious intellectual problems but of little or no practical 
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importance. A very extreme case would be the working of 
distribution in me ideal state imagined by the honest lord 
Gonzalo. 


''I* the commonwealth I Vould by contraries 
Execute all things ; for no kind of traffic 
Would I admit ; no name of magistrate ; 

No occupation ; all men idle, all ; • 

And women too.’* — (The Tempest, II. i.) 

Distribution under imaginary and actual conditions. 

An extreme case as imagined by the Lord Gonzalo m Shakespeare’s 
Tempest is mentioned in page 295. 

Suppose again tftat in an imaginary country every man produces 
all things and services that he wants. He produces his own income 
unaided and he consumes it. There is no question of distribution. 

Only when men are engaged in combined effort for producing 
wealth, then there is the question of distribution. 

Suppose again in an imaginary country, all men have equal skill 
in all industries. Suppose they have equal amounts of capital. Suppose 
there is perfect mobility of labour and capital as between all industries. 
Suppose every one has as much of land or other free gifts of nature as 
he requires. And work is so simple that no class of expert business 
organisers is required. Then the incomes of all persons in that country 
will be equal. 

In an actual capitalist and competitive country, like Germany or 
Britain or the U, S, A,, all labourers have not equal skill, they have not 
equal capitals, there is not perfect mobility of capital and labour as- 
between industries and a separate class of expert business organisers 
exists. So we have the problem of distribution under actual conditions 
in such capitalist and competitive countries. In actual capitalist and 
competitive countries the supply of able business organizers is small, 
the supply of labour is large— and the profit earned by able business 
organizers is high, the wages of labour much lower. Suppose under 
imaginary conditions the supply of able business organisers becomes 
much greater than the supply of labour. The larger supply of businesf- 
ability will increase efficiency of wealth production in the country, wilt 
increase nati^al income; witii larger supply of business ability the rata 
of remuneration for business ability will fall, and with reduced ewop^ 
of labour, the rate of remuneration for labour will rise— and buiiiiasa ^ 
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men will have lower inocxmes than labonrers. Under these imagiaaiy 
conditions of supply of business ability and labouf, profits are low, 
wages high. Under actual conditions of supply of business ability and 
labour in modem capitalist countries wages are low, profits high. 

In Socialist Russia, industry is state-owned and state-managed and 
so the State determines distributmn and fixes the incomes of all persons 
employed in state-owned and state-managed industries. In capitalist 
and competitive countries the private employers play an important part 
in determining the distribution of the national income among labourers, 
capitalists^ and owners of natural agents. 


Actual distribution in modem countries and the world 
factor. 

The nations of the world are now closely knit together economically 
and in other respects. In any modern country production, monetary 
and banking conditions ate much dependent on the world factor — upon 
conditions in other countries of the w^orld. The^same is also true to 
some extent of distribution in any modem country. 

Civil war in China, boycott movement in India, and some develop- 
ment of cotton manufacturing industry there may reduce much the 
demand for English cotton manufactures and bring about reduction of 
wages in the cotton industry. The world economic depression by 
reducing much the demand for agricultural and manufactured exports 
of countries with large export trade, has much reduced wages and profits 
in the exporting industries of such countries. 

The world factor in its influence on actual distribution in modern 
countries should and is likely to get an increasing share of the attention 
of the economists and statesmen of the world. 

How ftur u it true to my that the T1ie<Hry of Wages is an 
application of the General Theory of Value. (C. U. 1931 ). 

Wages s value of the services of labour. 

The labourer is paid the'' value of the services of his labour in the 
form of wages. 

Wages or the value of the services of labour is broadly determined 
In the same way as the value Cf any other service or commodity. It is 
determined by the equilibrium of demand and supply. Broadly wages 
fis thus a ^particular case of the general theory of value, it is an applica- 
tion of the general theory of value. 

Wages depending upon the equilibrium of the demand for the 
services of labour and the Sttpt>ly of such services, ^e theory of wages 
%itt8t consider fully the peculiarities of such dismand and supply as 
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tegards the services of labotir. These peculiarities of demsnd add 
•supply will make the theory of wages to that extent different from the 
theory of rent or the theory of interest or the theory of profit, or the 
theory as regards tht value of a commodity. Refer to these peculiarities 
•on pages 

• 

Some remarks on the theory of normal distribution. 

The following remarks of Prof. Chapman in his Outlines 
•of Economics are of interest. * 

(a) Chapman remarks that the theory of the payment made 
for any one agent of production is in essentials identical with 
the theory of payment made for any other agent of production— 
that is to say, to take one example, the theory of interest paid 
for capital is in essentials identical with the theory of wages 
paid for labour, phapman implies that this is so because the 
remuneration of each agent of production tends to equal the 
marginal productivity of that dgent on one side and its supply 
price on the other. 

[It should be remembered, however, that the qualification 
^Hn essentials*^ is an important one. Individual characteristics 
-stand out in each theory, because capital and labour are different 
in nature, though they have striking resemblances to one 
another in that both are agents or factors of production.] 

(b) This beautiful and symmetrical theory of normal dis^ 
iribution as expounded by economists is not literally true. 
The generalisations of this theory hold true only of tendencies ; 
and these tendencies are interfered with in the actual business 
world by obstacles and economic friction of various kinds. 
[For example, the proportions in which the factors of produc- 
tion are actually combined by different enterprisers are not 
always adjusted with the nicety and skill which the theory 
seems to imply.] 

[A study of th$ normal theory of distribution is helpful 
however and useful in this way. It enables us to understand 
the tendencies and with the understanding of those tendencies 
we are making a beginning though only a beginning of 
tinderstanding of the social sy^em of distribution.] 
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* Tbe marginal productivity theory of, distribution— « 
criticism. 


(A) The marginal productivity theory does not furnish a: 
complete ethical justification ^of the present economic order. 

Does the marginal productivity theory of distribution furnish any 
complete moral justification of the present economic order ? The answer 


• The ^marginal productivity theorv of distribution is best stated in 
the words of l*rof. Alfred Marshall, the highly respected leader of the 
English marginal school. • 

Net product. 

* 'Every business man indeed is constantly endeavouring to obtain 
a notion of the relative efficiency of every agent of production that he 
employs; as ^\ell as of others that might possibly be substituted for 
some of them. He estimates as best he can how much net product will 
be caused by a certain extra use of any one agent. By net product is 
meant ner addition to the total value of his product, after deducting 
for any extra expenses that may be indirectly caused by the change, 
and adding for any incidental savings. He endeavours to employ each 
agent up to that margin at which its net product would no longer 
exceed the price he would have to pay for it 

Provisional conclusion. 

To sum up the whole in a comprehensive, if difficult statement : — 
Every agent of production, land, machinery, skilled labour, unskilled 
labour, etc., tends to be applied in production as far as it profitably 
can be. If employers, and other business men, think that they can 
get a better result by using a little more of any agent they will do so. 
In this they do on a large scale just what we have seen the housewife 
doing on a small scale : they estimate the net product (that is the net 
increase of their total output after allowing for incidenal expenses) 
that will be got by a little more outlay in this direction, or a little 
more outlay in that; and if they can gain by shifting a little of their 
outlay from one direction to another, they do so. (NLarslibW— Economics 
of Industry, Book iv. Chapter I). 

“In the last chapter we confined our attention to the manner m 
which the national income is distributed among the various agents of 
production, in accordance with the quantity of each agent, and the 
services w^hich it renders. We have now to consider the other side 
of the problem, viz., the iiifiiuence which the remuneration of each 
agent exerts on the supply of that agent. . . . 

Two-fold influence of demand and supply on wages. 

Thus again we see that demand and supply exert equally important 
influences on wages; neither has a claim to predominance; any more 
than has either blade of a pair of scissors, or either pier of an arch. 
Wages tend to equal the net product of labour ; its marginal productivity 
rules the demand price for it; and, on the other side, wages tend to* 
retain a close through indirect relation with the cost of rearing, training 
and sustaining the energy of efficient labour. Thus the supply-price 
and the demand-price of labour tend to be equal : wages are not 
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is no. The marginal productivity theory simply describes how thO 
wealth that is produced under present conditions is actually distributed. 
But it does not prove that the present distribution is just, that present 
distribution is as it should be. 


governed by demand-price nor by sdpply-price, but by the whole set 

of causes which govern demand and supply 

Interest governed by the forces of supply and demand. 

Thus then interest, being the pnce paid for the use of capital in 
any market, tends towards such a level that the aggregate demand for 
capital in the market, at that rate of interest, is equal to tha aggregate 
stock forthcoming there at that rate. 

Land is on a different footing irom the other agents of production. 

For while the supplies of all other agents of production 

respond in various degrees and various ways to the demand for their 

services, land makes no such response 

The earnings of the several agents of production, according to their 
mar^nal services, exhaust the national dividend. 

To conclude this stage of our argument The net aggregate of 
all the commodities produced is itself the true source from which flow 
the demand-prices far all the commodities, and therefore for the agents 
of production used in making them. Or, to put the same thing in 
another way, this national dividend is at once the aggregate net product 
of, and the sole source of payment for, all the agents of production 
within the country : it is divided up into earnings of labour ; interest 
of capital; and lastly the producer’s surplus, or rent, of land. It con- 
stitutes the whole of them, and the whole of it is distributed among 
them; and the larger it is, the larger, other things being equal, wifi 
be the share of each of them. It is distributed among them, speaking 
generally, in proportion to the need which people have for their several 
services— i.e., .not the total need, but the marginal need. By this is 
meant the need at that point, at which people are indifferent whether 
they purchase a little more of the services (or the fruits of the services) 
of one agent, or devote further resources to purchasing the services 
(or the fruits of the services) of other agents.” (Marshall — Economics 
of Industry, Book vi. Chapter II). 


Some criticitms of the marginal prodnctivitsr theory of 
distribution* 

As Maurice Dobb puts it— ”As a general theory of distribution the 
theory of marginal productivity tells one that, given a certain relation 
between the supply of various factors of production, the total value 
produced must be shared in a particular way. If one can assume the 
supply of the various factors as “constants,” the theory is, therefore, 
adequate. But in practice one cannot make this assumption, and the 
theory tells one nothing about the way that variations in these factors 
are themselves sfttted, which is the fundamental issue.— Maurice Dobb, 

^'e mai^iid j^uctivity theory of distribution is severely criticised , 
in his Work and Wealth by Mr. J. A. Hobson. 

“The '‘law of distribution’ which emerges is that every owner of 
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This will appear from the following consideratuma : 

(z) Under present conditions distribution is according to produc- 
tivity. Whethet distribution according to productivity is Just^this has 
been disputed. Many socialists maintain that distribution according to 
needs is a higher moral ideal. (Some socialists e,g,, George Bernard 
Shaw would regard equal distribiftion as a better ideal than marginal 
productivity distribution). 


any factor of production 'tends to receive as remuneration* exactly what 
it IS 'worths. Now this 'law* is doubly defective. Its first defects arises 
from the fact that economic science assigns no other meaning to the 
'worth' or 'value* of anything than what it actually gets in the market. 
To say, therefore, that anybody 'gets what he is worth* is merely an 
identical proposition and conveys no knowledge. The second defect is 
the reliance upon a 'tendency* which falsely represents the normal 
facts and forces. It is false in three respects*. It assumes in the first 
place an infinite divisibility of the several factors, necessary to secure 
the accurate balance of 'preferences* at the margins. It next assumes 
perfect mobility or freedom of access for all capital and labour into 
all avenues of employment. Finally, it assumes a statical condition 
of industry, so that the adjustment of the factors on a basis of equal 
productivity and equal remuneration at the margins may remain undis- 
turbed. Alt three assumptions are unwarranted. Very few sorts of 
real capital or labour approach the ideal of infinite divisibility which 
marginalism requires. An individual worker, sometimes a group, is 
Usually the minimal 'drop* of labour, and capital is only infinitely 
divisible when it is expressed in terms of money, instead of plants, 
machines or other concrete units. Still less is the case that capital or 
labour flows or 'tends* to flow with perfect accuracy and liberty of 
movement into every channel of employment where it is required, so 
as to afford equality of remuneration at the several margins. I/astly, 
in most industrial societies the constant changes taking place, in 
volume and in methods of industry, entail a corresponding diversity 
in the productivity and the remuneration of the capital and labour 
employed in the various industries 'at the margin.* 

Marahall on die rdntion of Capital and Labour in 
generaL ^ 

In the short run, the relation between capital and labour is one of 
competition; in the long run, the relation between capital and labour 
is one of co-operation. 

An employer-capitalist, employing a number of labourers in his 
mine or his factory, may, by reducing wages, increase his profit in the 
short run. Economic conditions in that industry and also in the 
country generally may be such as to comperihe labourers to accept 
reduced wages for die time being, more remunerative employment 
being not available for them. Again there is competition between 
capital and labour as regards employment, the increasing use of capital 
and machinery in an industry often leading to the displacement of 
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{») On the ethieal Hde of disMhuiton, we are concerned not so 
much with the fkcome of a factor in production tut with the incomei 
of persons* The productivity theory explains how the rent of en acre 
of land tends to equal the value of its surplus produce. But this does 
not satisfy us that the landlord who gets that rent is justified in 
taking it. • 

(3) Again the efficiency of the labourer which is one of the things 
determining his productivity often depends largely upon the oppor- 
tunities which he can get and his opportunities depend upon the social 
environment — ^the low efficiency of a labourer which will give him low 
earnings is not wholly due to the workman himself but be partly 
due to society. And society should take steps to increase his efficiency 


labourers. A new machine with much capital invested may be able to 
do as much work as old machinery with little capital invested and 
employing many labourers. But in the long run nowth of capital and 
machinery opens new and valuable fields of employment for labour in 
many industries often compensating for the displacement of labour by 
capital in some industries. 

Marshall thus discusses the relations of capital and labour in 
general : 

**It is obvious that though capital in general is constantly competing 
with labour for the field of employment in particular trades; yet since 
capital itself is the embodiment of labour as well as of waiting, the 
competition is really between some kinds of labour aided by a gdbd 
deal of waiting, and other kinds of labour aided by less waiting. On 
the one side, for instance, are many who make shoes by hand, and a 
very few who make awls and other simple implements, aided by a little 
waiting; on the other are a relatively small number who work powerful 
sewing-machines which were made by engineers, aided by a good deal 
of waiting. There is a real and eftective competition between labour 
in general and waiting in general. But it covers a small part of the 
whole field, and is of small importance relatively to the benefits, which 
labour derives from obtaining chec^ly the aid of capital, and therefore 
of efficient methods in the production of things that it needs. 

For speaking generally, an increase in the power and the willing- 
ness to save win cause the services of waiting to be pushed constanti^ 
further; and will prevent it from obtaining employment at as high a 
rate of interest as before. That is, the rate of interest will constantly 
fall, unless indeed invention opens new advantageous uses ci rouno-^ 
about methods of production. But this growth of capital will increase 
the national dividend; open out new and rich fields for the employment 
of labour in other directions; and will thus more than compensate for 
the partial displacement of the services of labour by those of waiting. 

Finally capital in general and labour in general co-operM 

in the production of t}^ national dividend, and draw from it their 
earnings in the measure of their respective (marginal) efficiencies. 
Their mutual dspsndenee is of the closest*, capital vnthout labour is 
dead ; the labourer without the aid of his own or someone else’s capital 
would not long b»i«live. Where labour is energetic, capital rea|« a 
high reward and fgknra apace; and, thanks to capital and knoudedge,. 
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by providing him with ampler opportunitiee. Present distribution is 
not just and is capable of much improvement by propbr social provision 
of better opportunities for the poorer classes, 

(4) The theory is only a statement of a normal tendency. The 
theory states that the labourer tends to get wages equal to the marginal 
product of labour, the capitalisif tends to get interest equal to the 
marginal product of capital etc. 

Actual wages however may differ from normal wages measured by 
marginal product, the difference being due to custom, and other forms 
of economic friction, deliberate action and efforts on the part of 
different classes etc. So even if we accept that marginal productivity 
is a proper ethical standard, even if we take the view that the wages 
of labour s^hpuld equal the marginal productivity of labour, even then 
present distnbution is not ethically justified. 

For some arguments advanced in justification of the present system 
of distribution, and showing that it has a sort of rough justice about it, 
(though not completely justified from the ethical standpoint), see 
Chapter on Socialism, etc. page 

(B) The marginal productivity theory 0/ distribution does 
not correctly represent actual economic conditions, 

Mr. J. A. Hobson in his Work and Wealth holds that the marginal 
productivity theory of distribution relies upon a “tendency'' which 
falsely represents the normal economic facts and forces, ...Refer io 
pages 299-300, footnote. 


Somnuuy. 

*The National Dividend is distributed among the different factors 
of production viz., land, labour, capital and organizing.’ The remunera- 
tion of each factor is determined by its demand and supply, it tends 
to equal (i) the marginal productivity of the factor on the side of 
demand and (2) the supply price on the side of supply. Wages and also 
interest and profit can be explained in this way. Land has no supply 
price. 

The marginal productivity theory of distribution explains only how 
the National Dividend is distributed; it does not prove that the present 


the ordinal^ labourer in the western world is in many respects better 
fed, clothed and even housed than were princes in earlier times. Ihe 
co-operation of capital and labour is as essential as that of the spinner 
of yam and the weaver of cloth : there is a little priori]^ on the part 
of the spinner; but that gives him no pre-^inence. The prosperity 
of each is bound up with the strength and activity of the other; though 
each may gain temporarily, if not permanently, a somewhat larger 
share of the national dividend at the expense of the other."— Marshall, 
Economics of Industry, Book V., Chapter II, pp, 257-58. 
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system of distribation according to marginal productivity is perfectly 
just and completely justified from the ethical standpoint. 

Questioiis. 

1. What is the National Divideud? Sketch briefly the general 

theory of distribution explaining how the National Dividend is divided 

among the different agents of production. 

2. “The theory of payment made for any one agent in production 

is essentially identical with the theory of payment made for any other 

agent in pr^uction.*’ Explain and discuss this statement. (Cf. U. 1913). 

(a) What is meant by saying that wages tend to equal the 
marginal product of labour? Can you explain interest and^iprofit in a 
similar way? 

(b) Does such an explanation furnish any complete ethical justi- 
fication of the present economic order? (C. U. 1913). 

4. To what extent is it desirable and practicable to modify the 
distribution of the national dividend in a modem industrial community 
by conscious social action? (C. U. Hon. 1931). 

Marshall, Taussig, and other leadiii^'^economists on the whole 
support the existing distribution in capitalist and competitive countries 
(a) as securing a sort of rough justice making payment depend on 
service and (b) as promoting national production of wealth. But they 
are opposed to the. existing large inequalities of income and wealth. 

In this they have the support of public opinion and the tendency of 
legislation in these capitalist and competitive countries. 

It is desirable to remedy the large existing inequalities in income 
and wealth. Also it is practicable — in fact it is being done in all 
progressive modem states (e.g*, Britain, U. S. A., Germany, etc.) by 
conscious social action and to an important extent by legislation. 

Many modem states have (f) minimum wages legislation preventing 
the payment of wages below a certain level, (ii) legal regulation of 
interest specially as regards loans for consumption, (iii) progressive 
taxation of income and wealth taking much from the rich and giving 
substantial aid to the poor by social services expenditure on education, 
sanitation and also through old age pensions, and insurance schemes apd 
other things. 
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Rent. 

The^term “rent” is used to mean the following things : 

(i) It is used generally by economists to mean the inc ome 
from lan^anj^_from other free gifts of nature . RSTmius 
sense includes rent from agrfcuIturaTlands, rent of building 
sites, rent of mines, rent of pastures, rent of water privileges 
etc. 

As the chief thing that is usually rented is land, rent is 
often made synonymous with the income from land alone, 

(a) The term “rent” is sometimes used to refer to fa 
periodic payment for the use of land together with jtnyj^opitat^ 
tnv^ed inU Of outL ** * " 

Thus the income derived by a houaeK>wner from land and 
capital invested on land in the shape of a building is called in 
common usage rent Similarly the rent of a farm in English 
popular usage means the income from the farm land and also 
the capital invested on the land and in it in the form of build- 
ings, roads, hedges, gates, drainage etc. 

(3) Rent is also used to refer to|t]m payment for^ any 
different^ adyanUge in pTOduidim^gndSXi^^ agent in 

organisatimt ^ 

the widest sense of the word rent and it includes 
rent in (i) which is tlie payment for a differential advantage 
in natural agents only. 

A differential ad | ya«j^yr^ means a property or quality 

posS^Sff Ty^ ^^y agent Tif Reduction, which causes it to have 
a greater economic value than the leaat valuable agent or factor 
in the same class, which is nevertheia^ just imluaUe enough 
to be employed. ' ^ ^ 

Factors or agents iff imrginai be distin* 

gulshed from factors of iuPor-mdrgi^ 'VKhseh 



possessed by it as oompared with inferior land just valual 
enough to Ite cultivated. A labourer in a cotton mill, who is 
just able enough to be engaged as a worker in the mill, is of 
marginal capacity and a more effifient lahourer is ^ factor of 
super-marginal capacity and the ^tra wages which he gets over 
and above the wages got by the labourer of marginal capacity 
can be looked upon as a rent element in wages. Similarly 
there is a rent element in the total Profits of the employer of 
super-marginal capacity due to the differential advantage 
enjoyed by him in production.] 

• 

Rent of land. 


Lhnd being the chief thing for which a rent is paid, we 
take up land rent first. 

The theory of land rent has an interesting history ; and we 
shall notice the views of Ricardo before giving the modern 


re-statement of the theoxy of rent. 

(1 ) * Tlie Ricardian Theory of Rent. 



^ Ricardo, one of the greatest English economists of the 
classical school, developed a theory of land rent, which in 
essentials may regarded as the basis of the modern theory of 
rent. His theory is briefly this : 


* The following extracts from Ricardo will make clear hia«|||POSitt<m 
**Rent is that portion of the produce of the earth which is paia to the 
landlord for the use of the original and indestructible powers of the 
soil On the first settling of a country in whidi there is an abund- 

ance of rich and fertile land, a very small proportion of which is required 
to be cultivated for file support of the actual population or indeed can 
be cultivated with the cspitu which the population can conompd, thera 
will be no rent for no we would pay for the use of land when'there 
was an abundant qfuanti^ npt yet appropriated, add, therafore at the 


XI — go 



3o6 • • OUTLINES OF ECONOMICS 

fRent, according: to Ricardo, is ^^that portion of the produce 
of ftie e^h^ whiph i§ paid to the^ landlord hr the oAjA^^jand 
mSesiructihle powers of the soil'^ 

Ricardo regards rent correctly as a differential return, <and 
not a monopoly return) ; and •he has some understanding of the 
operation of diminishing returns. Earlier English economists 
had some glimmerings of these two notions, but he is the first 
writer to bring these things into relation with his economic 
theory as»a whole. 

^he land marein is made the central point in the Ricardian 
theory of rentA In Ricardo’s law of rent we have two margins 
t (i) resort to inferior lands leading to an extensive margin (a) 
\ the law of diminishing returns leading to an intensive margin. 

^11 plots of land in a country are not equally fertile, they 
are not of the same quality ; some lands are of the first quality, 
some of the second quality, some of the thfi*d quality and so 
on.^ 

(a) What is the histori cal ordw of cultiv ation in a country ? 
kccoit^ng to Ricardo, the m mt is c^iivaied ffrst. 

' ^ ^ as the population of the country remains 

smalir tlie needs of the population can be met by cultivating 
only a portion of the most fertile land in the country. And so 


and the amount of that rent will depend on the difference in the quality 
of these two portions of land. When land of the third quality is taken 
into cultivation, rent immediately commences on the second and it is 
regulated as before by the difference in productiye powers At the 
same time the rent of the first quality wul rise. ... In such case 
capital will be preferably employed on the old land and will equally 
create a rent; for rent is always the difference between the produce 
obtained by the employment of two equal quantities of capital and 
labour. . . . The mo^ fertile and most favourably situated kind will 
be first cultivated, .... 

The exchangeable value of all commodities whether they be manu- 
factured or the produce of the mines or the produce of land, is always 
regulated .... by those who continue to produce them under the most 
amavourable ciA:umstances .... corn is not high because a rent is paid 
hut a rent is paid because com is high. Rent is not a component part 
of (he price of commodities. 

.... The rise of rent is always the effect of the increasing wealth 
of the country, and of the difficulty of providing food for its augmented 

population, it is a symptom, but it is never a cause of wealth 

(kicardo— Chapter IX). 
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long as the best land is abundant and every one can have it 
merely by takiftg possession, it is obvious there can be no such 
thing as rent. No rent is faid at ihis ^ 

(c) As the population grows, the needs of the people 
become greater, a larger amoudt of agricultural produce is 
required, and so mote land has to be cultivated. If there is a 
considerable increase in the pojyul ation, then the whole of the 
first quality land wii^fle culitvated and also a of the terond 
c^ualit'i^ land. (Thi s res ort to the infer^r s^ is due to 13ie 
operation there were no tliinini^mg 

returns then alf IBe ' ptw by the population would 

have been raised from the first quality land by the application 
of suitable doses of labour and capital.) 


hears a r ent ; and the amount 
of rent is g/ytmf ik^t nf iix produce, 

and the produce ^of th^syWfBf "tolW the same expendu 

ju re of labour and capital. • «rTt»T .u4.,^ 

The land of the seyo nd qua li^ is now said to be land on the 
margin of cultivation. Zj&Sff on the margin for the 

ext^ses '(^cultiyat^^ Hi., wages and profit oiSTSpi^l, and it 
^THs no"’surpIurT^ Land of a superi^jBrade with the 
same expSaditure of labour and capital, paystne same rates 
of wages and of profit, and in addition leaves a surplus f or 
rent.. 

In course of time with a greater growth of population, it 
becomes necessary to cultivate land of still poorer quality , viz., 
land of the third quali^. And then laiii of TOg 
will bear a rent e qudft o ;^e d ifferenc e_betyreen the value of its 
pi^uacia'a‘16arorffi[a~of quafi^. TMnd of the. 

fi f Si qualit y will now pay a W|jhe^jsn|^qual to the difference! 
in^^lue between the produc?OT"S?Sfsl quality and the pro-| 
duce of the* third quality. 

When the third quality of land also has to be brought) 
under cultivation, the margin of cultivation is said to descend, \ 
and the third quality is now on the margin of cultivation. 
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^ fertilei one which is more favourably situated^ (which is nearer 
to the market and can send its produce to tfie market at a 
cheaper cost), will have the higher rent. 

(e) Price of p roduce. 

The prtceof ^oS^e is determined by the cost of produc- 
tion on the margin of cultivation. The land on the margin 
pays no rent, so rent is not af^ elg menl iiTtRe'* cdst of fmd uction 
on the margin of cvldvuUon, and so Vent is not an element of 
the price of agricultural produce". 

l^he price of produce is thus not affected by the paid 
on superior land. ’ 

* Criticisms and objections against the Ricardian Theory. 

(1) Ricardo maintains that rent is paid for the indestruc- 

t ibleT fepert ; to this some cri^i^s have objected 

flESr tag propexties of the soil are nqt indestructibj^ and^hat 
its fertility is often exhausted and it may be also created ^y 
fertilisation. [The objection of the critics of RicaMo 'would 
be valid if by soil we refer only to the top layer of the land that 
contains certain elements necessary to plant life ; but there are 
other qualities of the land that are practically indestructible 
and unproduc cable, e.g., the climate, extent (standing room) 
and the conformation of the land]. 

Tha four main criticisms of the Ricardian Theory are 
given below. 

(2) Mr. Carey, an American economig(^ has attacked the 
Ricardian theory on the ground tKat'T j^^Js histor ic ally fals e. 

* As Sidgwick (Principles, Book 11) points out, three theories are 
included in what is commonly known as Ricardo’s doctrine of Rent— 
(x) Historical theory as to the orimn of Rent (2) Statical Theory 
of the actual determination of Rent (3) P3mamical Theory of the causes 
wbl^ continually tend to increase Rent. A full cnticism of the 
Ricardian doctrine must examine eadi of these three theories. 

In the words of Prof. Seligman *The traditional law of rent 

indndes three statements : rent is the result of the law of diminishing 
retoms; rent is a differential or surplus oyer marginal or no-rent land; 
rent is not a part of cost of prodnetion.” And from this he goes to 
a proposition— ‘Which all will not nocept "so far as these statements are 
true, however, they are not pecnHht to land rent." 
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Ricardo says that in a country the most fertile land is cultivated 
first and then the second quality of land and then evtei Icil 
fertile land and so on. Carey says that,g| a ps di S99 6 »<Mli^^ 
shows that the. less fertile, high and thin, dry soils yielding a 
small return and requiring little clearing and draining are culti- 
vated first and it is %Sy later on that the lower and richer and 
more fertile lands (requiring large ^cpenditure for clearing and 
draining) are cultivated. 

[Carej crificited and Ricardo defended]* 

Carey’s objections, on closer examination, lose their force. 

(a) As against Carey, Walker po ints o ut that the order of cultiva- 
tion IS not invariably from less fertile lands to more fertile lands even 
in new countries like America. 

(h) Ricardo’s historical order of cultivation is not an essential part 
of his theory of r^nt. And even if 7ve have to reject his order of 
cultivation, his theory in its essentials will hold true. 

(c) And It is further pointed out that Ricardo*s order of cultivation 
is not historically incorrect when properly understood. 

Ricardo uses the expression ‘productive land* which Carey 
takes to mean fertile land in the limited sense ; if the eicpression 
‘productive land* is used to include all advantages, viz., fertility 
relative to place and time, convenience of situation etc., then 
Ricardo’s historical order of cultivation from more producUve 
to less productive lands is historically correct. Moreover * 
Ricardo speaks pldnly that the most fertile and most favourably, 
situated land will be first cultivated (see page 306 footnote). I 
(3) Ricardo assumeg eflual ^intensity of cultivation for 
superior as well as inferior lands. In actual fact we find that 
the best land is always more intensively culivated when an 
inferior quality of land comes into cultivation. 
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(To this objection it may be answered tha^ the Ricardian 
theory of rent like other economic laws is true only under 
certain hypothetical conditions, the cxmditioiis assumed in this 
case being the full and free competition beween landlords and 
tenants). * 

(5) Rent and, price. 

Ricardo says re nt does not e n ttf ^t^ pyice. it does not form 
part of the price of li^cuItuira,t”produoe.^^me critics (Caimes, 
etc.) point* out that rrat^ip. certain ey es does enter in to price ; 
^ i n A ustralia mraopoly ren^lmve inneased price. Such mono- 
po^ rents are fiowe^l^ excgitio n^cas es and the Ricardian law 
does not apply^ to them. *aswm» 

Ricardo’s proposition that ’rent does not enter into price’ 
does not also apply to rent paid for land marginal for one use 
but still pa3dng rent because it bears a rent for some other use. 

(6) Menger, one of the leaders of the Austrian school, 
rejects the Ricardian the<ny on the following grounds : 

“|f all lands are equally fertile and occupy equally favour- 
able Jtiiation then according to Ricardo's theoiy no land could 
3deld any rent since the inequalities of which we are speaking 
would not exist.” 

In answer to this objection of Menger, the following points 
are to be noted : 

'' (a) All lands are not equally fertile or equally well- 

situated, different grades of lands have to be cultivated and so 

the Ricardian theory applies. Menger speaks only of hypo - 

thetical cases which are not to be found in the actual state " of 
— 

(b) Even if all lands are equally fertile and equally well- 
situated, if the demand for agricultural i»oduce is such that all 
lands have to be cultivated intensively then there will be an 
intensive margin and rent. 

(2) A re-statoment of Theory of Rent.* 

The modem theory of rent is based largeljr upon the work 
RidSt^ Ah' StHDUfiiafioii'of Ricardo^s fhemy has shown 
(Dif'irISM to be modified in certain particulars before it can 
be accepted as valid. 
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The best land is cultivated first; In consideriniT wUcK 
is the best land, we must take into account considerations 
locality {i.e., advantages of situation etc.) as well as of feriility. 
And the best land known in view of existing knowledge and 
with reference to existing resources of capital and labour, when 
other things are equal, is the first to be worked. 

The different plots of land in a country* are divided into 


* In ^connection with the theory of rent, we hav^ to .notice as 
regards land (i) the Scarcity Aspect (2) the. Differential Aspect, lo 
any civilised country the supply of land has a scarcity, it is fixed in 
supply. Also all plots of land in the county have not equal advantages 
in point of^ fertility and convenience of situation — some belong to the 
first class, some to the second class, still other plots to the third class, 
etc. 

**The Scarcity Aspect. The fact that the supply of land is fiked 
has the following significance. If the demsnd for land increases, the 
price will tend to nse. This is also true for a short period at least, 
of an ordinal^ commodity. But in the latter case, there would ensure 
an increase in supply which would serve to check the rise in prke^ 
and possibly, if production on a larger scale led to improved methods 

production bnng the price down eventually below its original l^el, 

In the case of land, no such reaction is possible For nMUM 

purposes, however, it is of more interest to compare land with other 
agents of production, especially with capital and labour, rather than 
with ordinary commodities. . . * . An increase in population implies an 
increase in the supply of labour; and it is likely to be accompanied 
by an increase in the supply of capital; in other words, the supply 
of these ag4nts will expand, as the demand for them expands. But 
the supply of land win remain what it was 

The Differential Aspect .... we do not expect to find that any 
variety of an ordinary commodilr will be produced, which is so poor 
in quality as to be entirely valueless. But since it is nature which has 
produced the land, without any assistance or guidance from man, there 
are many pieces of land which are so unfertile, or otherwise so unsuit- 
able for productive purposes, as to be quite valueless from the economic 

standpoint What then, is likely to be the value and rent of 

this marginal land, ffiis land whidi is just on the **margin of cultiva- 
tion*’? Some readers inay find the dhswer startling. The rent of the 
marginal land will be nu, because it will not pay to cultivate it, if 
any appreciable rent is charged. ^ 

What then will be rent of a fsKlle and well-situated farm . . . . ? 
It is the pure economic rent, the rent which represents the full annual 
payment which it would be worth pa3dng to obtain the nse of the land 
alone, which will measure, as we nave said, the differential. advantage 
of the land in question over land on the margin of cnltivatitm** — 
Henderson, Supply and Demand, Chap. vi. 

Also r^er to Marshall, Principles of Economics, Book V, Chapter ix, 
pages 422-424* 
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dijfetent grades according to differences in fertility, situation 
rdative to the market etc. 

As the demand for agricultural produce increases with the 
growth of population, on account of the operation of the law 
of diminishing returns, lower and lower grades of land are 
brought into cultivation. In other words the extensive margin 
falls. 

And at the same time, the grades of land already in culti- 
vation are more intensively cultivated, i.e., with greater expen- 
diture of labour and capital. In other words, the intensive 
margin falls. 

When the second quality land is brought into cultivation, 
the first quality is more intensively cultivated. And so on. 
(Farmers cultivate different grades of land to such different 
degrees of intensity that their marginal retun^s are equal). 

Capital and labour applied to land on the extensive margin 
{i.e., the worst land in cultivation) only pay the expenses of 
cultivation (wages and profits) and yield no surplus for rent. 
The dose of capital and labour applied to rich land on the 
intensive margin also covers wages and profits and yields no 
surplus for rent. 

The economic rent of a superior grade of land is the total 
surplus over cost, yielded by all the doses of labour and capital 
applied to it up to the dose on the intensive margin. (See 
page 151, Part I). 

The classical doctrine of rent may be thus re-stated after 
Prof. Marshall : 


(i) The amount of the produce raised and therefore the 
position of the margin of ^cultivation (the intensive as well as 
the extensive margin) are both governed 
The margin of cnlti- )yy the general con&'tions of demand 
pn^nwi! and supply. They are {governed on the 

one hand by demand, that is, by the 
numbers of the population, the intensity of their need for 
produce, and their means of payings for it ; and on the other 
hand by supply, that is, the extent and fertility of the 


available land and the numbers and resources of those ready 
to cultivate it. 
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Tl\t^ cost of production, eagerness of demand, margin of 
production, and the price of the produce mutually govern one 
another. 


The amonnt of rent. 


(2) The amount of the rentes not a governing cause but 
is itself governed by the fertility of land, the price of the 
produce, and the position of the 
margin ; tent is the excess of that value 
of the total returns which capital and labour applied to land 
do obtain over those which they would have obtained under 
circumstances as unfavourable as those on the margin of 
cultivation. 


The price ot agricultural produce tends to conform to the 
. marginal expenses of production (ex- 

e price of p nce. penses on the margin of cultivation) ; 
and rent is not an element of this cost of production on the 
margin. 


Diminishing Return and Rent 

Without diminishing return (i,e,, with constant or increas- 
ing returns) the entire agricultural produce required by a 
community can be produced from a portion of the best land 
and inferior grades of land have not to be cultivated. And so 
long as the best land is abundant only a portion of it being 
required for cultivation, there will be no rent paid even for 
the best land, 

(a) Rent results from the operation of diminishing returns 
when there ure .different grades of land in cultivation. This 
is what is to be found in every country, (b) Rent would 
result from the operation of diminishing returns even if all 
land is of uniform quality, • 

(a) The law of diminishing returns operates as regards 
production from land ; and the operation of diminishing returns 
upon the best land compels farmers after a time to cultivate 
also inferior soils instead of appl3riqg more capital and labour 
to the best land. When an inferior grade of land is cultivated, 
the superior grade of land will bear a rent on account of its 
superior produotiidty and convenience of situation. 
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(b) Even if all land is of the same quality the operation 
of diminishing returns will lead to an intensive margin where 
a dose of capital and labour applied produces enough produce 
just to cover the cost of the <^ose of capital and labour applied. 
The total surplus over cost from all the doses applied up to 
the dgse on the mai^Fin gives the economic rent of the. piece 
of Ifind. (Rent is measured from the extensive and also from 
this intend ve margin). 

Rent of Agricidtural Land. 

The economic rent of agricultural land is due to differential 
advantages, relating to fertility as well as convenience of 
situation. "The inequalities of situation relatively to the best 
market are just as powerful causes of producer’s surplus (Rent) 
as inequalities of absolute productiveness" (Marshall). Of two 
pieces of land, having equal fertility, that one will have the 
higher rent, which is more conveniently situated by being 
nearer to markets etc. and of two pieces of land, enjoying 
equal situational advantages, that one will have the greater rent 
which has the greater fertility. So fertility as well as situation 
are to he considered, * - • r. ... 

Rent of Mines. 

The subject of mine rents is one of considerable com- 
plexity. 

Some peculiarities about mine rents. 

Prof. Marshall points out that agricultural land properly 
cultivated retains its fertility and continues to be a perennial 
source of agricultural produce but that a mine is not a perennial 
source of minerals. The stodk of minerals in a mine however 
laxge is fixed, and is exhaustible, (a) So the sent oj a mine 
includes a comhggyuitig^'^f^^ tha^sshsMS^n of tha^nUnerqls ; in 
this respect'*mlne rents differ frdm ' 

rents resemble agricultural and other true rents in an important 
^fspM^ agricultural rents, as well as in mine rents, we 
md the operation of diminishing returns leading to an exten- 
sive as well as an intensive margin. We have the extensive 
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margin — ^there are marginal mines just paying wages and profit 
on capital and yielding no surplus for rent, and also there ari 
superior grades of mines paying wages and profit on capital 
and yielding in addition a surplus for rent. We have also the 
intensive margin — the continued application of labour and 
capital even to a rich mine will result in diminishing returns 
owing to greater difficulties of sinking shafts and working at 
lower depths, and after a time the intensive margin js reached. 

T7VO elements in mine rents. 

The total payment (or gross rent) paid to the mine-owner 
for the use of the mine thus includes (a) a payment for the 
minerals removed (as a compensation for the exhaustion of the 
mine), (h) a rent proper which is paid for the differential 
advantages in production relating to facilities of working and 
convenience of sifiiation. Of two mines which are worked with 
equal ease, that one will have the higher rent which is more 
conveniently situated as regards markets etc., and of two mines 
enjoying equal situational advantages, that one will have the 
higher rent which more easily worked. 

(Prof. Tanssig makes certain interesting remarks about the rent 
of mines. He points out (a) that mining calls for an irrecoverable and 
usually a very large investment (b) that it involves a high degree of 
risk and uncertainty. 

In former times the risk was so great that perhaps the total outlays 
were not recompensed by the total net earnings; and the risk is now 
less than in former days but the need of large initial investment is 
greater. 

Taussig is also unwilling to accept Marshall’s view that even the 
poorest mine will yield something to the owner as recompense for the 
mineral removed). 

Rent of buflding sites. 

U iactor. of special importance in determining 
t he rent of .^aiildiag. sites, 

As regards- buildings for residential purposes, situational 
advantages consist in natural beauty, healthfulness and fashion- 
ableness of the quarters under consideration. As regards build- 
ing sites for business purposes, whether the situation is good 
or bad depends upon the purpose for which the building is 
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wanted whether it is for retail trade or for wholesale trade, 
for a bank or for any other purposes. 

Marshall points out that building land does give a diminish- 
ing return of convenience as •increased capital is put upon it. 
''From this it results that the theory of ground rents is sub- 
stantially the same as that of farm rents. 

Diffei;pnt economic uses of laadL 

Land may be put to different economic uses— for pasture, 
for agriculture, for building purposes etc, 

(Generally the poorest lands are used as pasture, and richer 
lands are used in agriculture. Land which cannot he profitably 
cultivated for agriculture, is used as pasture — the land marginal 
for pasture purposes yields no rent, and the more valuable 
pastures pay rent. As we go upwards in the* scale of fertility, 
and according to relative demands for animal and vegetable 
products — ^land is used for agriculture, land marginal for agri- 
culture pays no rent, and superior grades of land pay rent for 
the agricultural use (but land which is marginal for agricultural 
uses may be above the margin as pasture, and so it may pay 
rent as pasture). Again agricultural land, adapted to market- 
gardening near towns, has a higher value and pays a higher 
rent than land producing ordinary crops. Generally speaking, 
land for agricultural uses pays higher rent than land for pasture, 
and land for building sites in towns pays higher rent than land 
for agriculture. 

Personal rents closely resemble fertility rents. 

All employers are not o^ equal efficiency— one employer can get 
more value out of his factors of production than another and can 
manage a bigger business. If the second employer is the marginal 
employer then the extra earnings of the first employer may be regarded 
as a personal refot due to his superior efficiency. 

Ihen as regards professional men. There is the lawjrer of marginal 
capacity, and also the lawyer of supermarginal capacity. The extra 
earnings of the lawyer of supermarginal capacity may be regarded as 
his personal rent, « 

So also as regards the wages of workmen. There is the carpenter\ 
marginal capacity, just good enough to find employment. A carpenter 
of supermargi^ capacity will earn higher wages than a carpenter of 
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marginal capacity. The extra wages earned the carpenter of 
marginal capacity, due to his superior efficient, may be regard^ tt 
the personal rent of the superior carpenter. 

There is thus a rent element in profit, a rent element in professional 
earnings, and a rent element in the wages of workmen ; and this persomd 
rent is the payment for a differential advantage possessed by that 
person in the work of production. 

Rent and the Price of Agricultural Plroduce. 

agricidturai 

Does the rent paid on superior grades'' of land adect the pnce 
of produce in a country? J$ high rent the cause of high price 
of agricultural produce ‘t 

If the quality of the agricultural produce is the same, the 
price of produce is the same in the same market whether it 
has been produced by superior or inferior land. In a country 
the most fertile land produces an equal amount of produce at 
less cost (of labour etc.) than land of inferior quality. 

The price of agricultural produce in a country will equal 
the marginal expenses of production (t.e., the cost of produc- 
tion of the most expensive portion of the normal supply, that 
portion which is produced at the greatest disadvantage) ; other- 
wise this portion of the supply will not be produced, and so 
the total supply of agricultural produce will fall short of the 
total demand. Now rent is not paid on the poorest land in 
cultivation (land on the extensive margin), and there is also 
no rent on the intensive margin of superior land for the 
marginal dose produces just enough to cover only the cost of 
that dose and leaves no surplus for rent ; so rent is not ani 
element of the marginal expenses of production either on the\ 
extensive margin or on the intenshie margin. The price ofj 
agricultural produce in a country is determined by these 
marginal expenses. So rent is riot an element of the price of 
agricultural produce which is determined by ^ese marginal 
expenses. High rent is not the cause of high price of agricultural 
produce. 

[The increasing demand for produce leads to high prke 
of produce and this high price of produce makes profitable the 
cultivation of even low grades of land and also the intem^ve 
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cultivation of superior grades of land, and thus leads to pay- 
ment of high rent for the -superior grades of lasid. High rent 
is thus the effect of high price, and not its cause.] 

Will the remission of rent affect Price f 

No. If the landlords remit rfnt upon the superior grades of land, 
then these rents will be appropriated by the tenants of the landlords. 
The price of agricultural produce w^ill not be affected. The demand for 
agricultural produce will remain the same, the margin ot cultivation 
will remain unaltered, and so also the marginal expenses of production, 
and so the ^rice of agricultural produce will remain unaltered. 

does rent enter into price? 

We have seen that rent does not enter into the price of produce 
because rent is not an element of the marginal expenses of production. 

In those exceptional cases where rent is an element of the margptal 
expenses of production, rent will enter into the price of produce. 

(a) If the state has a monopoly of land in ac country, and if it 
exacts a rent even for the use“'c^T^e'^’'mar^final land (the poorest land 
in cultivation), then this rent will enter into the price of agricultural 
produce. 

In large portions of India, the state is the monopoly landlord and 
it charges a monopoly rent even for marginal land; and this monopoly 
rent entering into marginal expenses of production influences the price 
of agricultural produce. 

(b) When rent has to be paid even pn marginal land for one use 
ajj^iQulture) to withdraw it from another use {e^. pas^ure}^ tlien 

th^TPCm paid for marginal land will enter into the priJe '‘of 'agricultural 
p ^Hu ce." 

Rent and the price of land. 

; We have seen that the value of the produce of land deter^- 
'mines rent ; and rent in its turn determines the value of land. 

High price of agricuftural produce leads to high rent ; and 
high rent will bring about a t^igh value of the land. 

Suppose one piece of land has got such differential 
advantages over land on the margin that it bears a rent ;£io 
per annum. 

If the current rate of interest is io% per annum, this piece 
of land with an annual rent of ;i£io will be regarded by owners 
and ojbher persons as equal to capital of the value of £ix>o. If 
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the current rate of interest is 5% per annum dien the valtte<<rf 
that piece of land will be £200. 

A country where the supply of capital is large and the 
current rate of interest is low, where there is perfect security of 
life and property, and where greet social prestige is associated 
with land-ownership, the price of a piece oi land will be many 
times its annual rent. Where these mnditions are less favour- 
able the price of land will be lower.' 

• 

Ricanlian'rent and actual conditions governing rent in 
different countries. 

How far is the Ricardian doctrine of rent applicable to actual 
conditions in different countries? 

The Ricardian doctrine of rent is true only hypothetically i,e, it is 
true upon the assumption that the land'Owner as well as the tenant, 
each understands fully his own economic interests and that there is full 
and free competition and that the landlord or the tenant is not influenced 
in any way by other forces like custom, public opinion, sympathy for 
the tenant etc. 

Now let us examine actual conditions in different countries. 

(1) llte United States, Canada, Australia etc.: 

In these countries we have the nearest approximation to the hypo- 
thetical conditions assumed in the Ricardian law of rent. 

In these countries, the tenant and the landlord ard substantially on 
an equality as to intelligence, enterprise and mobility. Each under- 
stands his own interest fully, competition is full and free between 
them. And the rent as determined almost exclusively by competition 
between landlord and tenant is the nearest approximation to economic 
rent (i.e. rent according to the Ricardian theory). 

(2) England. 

In England Ricardo’s law furnishes the great underlying principle 
according to which rents are primarily determined with more or less 
divergences from local or individual causes. Actual rent in England is 
primarily determined by competition between landlords and tenants; 
but the landlords are prevented from ^exacting the whole economic rent 
by public opinion and also by their class sentiment. 

The tenants are regarded as being not on an equality with the 
landlords, they are looked upon more or less as dependent on the 
landlords. Public opinion demands that the landlords should not be « 
very strict in their demands for rent and this is also the sentiment oi 
the land-owning classes themselves ; and so the land-owners in England 
exact less than the fuU Ricardian or economic rent from the tenants. 
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(3) CantinenM Europe, India, 

In Switeefland^ France, It^y and also in India rents were formerly 
almost universally not by competition (as it is assumed in Rkardo’s 
laifQ by custom. 

At present in India, rent depends upon three jaciors— -custom, coin- 
PfUtlbn and legislation. The reift law of India starts from a basis of 
Otetom, accepts the legitimate influence of ^tompetition and seeks by 
Isolation to restrain competition between landlords and tenants within 
reasonable limits. Rents in India are rising with the r|se in the price 
of ' agricultural produce and increasing competition; but an excessive 
increase of^ent is prevented by the rent law of the country. 


** Custom is still to a large extent, the foundation of Indian rents, 
and the presumptions of unfettered competition * which pervade the 
standard economic conceptions of rent (i.e. Ricardian rent) can only 
be applied with large reservations to existing conditions in India.* 


(4) Ireland. 


We have seen that in England and also in continental Europe the 
actual rent received by the landlords is lower than the full economic 
rent. The action of competition is moderated in favour of the tenants 
by public opinion and class sentiment in England and by custom in 
continental Europe. 


In Ireland the actual rents paid by the tenants to landlords some- 
time ago were m excess of the full economic rent (the economic 
maximum). 


The excessive competition for land between the tenants, sanguine, 
improvident and extremely prolific, led them to offer rents in excess 
of tlie economic maximum ; and the absenteeism of^ the landlords and 
collection of rent through heartless agents and middlemen aggravated 
the situation. 


Certain kinds of income analogous, ta .xmt are called quasi- 
rents, \ 

Prof. Marshall thus defines quasi-rent ; \^he net incomes 
from appliances for productibn already ^ade may be called 
their quasi-rents ; partly because we shall find that when we are 
considering periods of time too short to enable the supply of 
such appliances to respond to a change in the demand for them, 
the stock (of these appliances) has to be regarded as temporarily 

t Imperial Gautteer of India, Vol. m. 
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fixed. For the time they hold nearly the same rel^o0 tq 
price of the thfngs which they take part in producing^ as Ul 
held by land or any other free gift of nature, of which the st;c^^ 
is permanently fixed : and whose net income is a true rent.** 

Appliances for production includf machinery, factories and 
other buildings, also business ability and manual skill etc. } 
and so there will be quasi-rents from machinery, factories and 
other buildings, also quasi-rent from business ability aiu| 
manual skill etc. • 

In the short period, the supply of these various appliances 
has not the time to be fully adapted to the demand. The parti- 
cular income derived from them, in the short period, does not 
for the time affect perceptibly the supply, nor therefore the 
price of the ccnnmodities produced by these appliances ; it is a 
surlpus of tdtal receipts over prime (money) cost. And this 
excess of the value of commodities over cost produced by the 
appliances during the short period, has enough resemblance 
to the excess value of the produce of land over cost to justify 
us in calling it a quasi^rent. 

When there is an increased demand for one factor in prodnctioo 
which makes its earnings more than normal, some will speak of positive 
quasi-rents. And when conditions arise which make the earnings of a 
factor in production less than normal, they will speak of negative quasi- 
rents. When the demand for engineers falls off, their eaminga become 
less than normal and they earn negative quasi-rents. 

Rent proper and Quasi-rent. 

Quasi-rent resembles rent proper in this that it also results from a 
limitation of supply; quasi-rent* results when the stock of an appliance 
is temporarily ffxqd» proper of land results from the permanent 
limitation of supply of land. 

In the short period, there is a close resemblance between quasi-rent 
and rent proper. In the short period, the quasi-rent derived from an 
appliance (the stock of which is temporarily fixed) does not for the 
time being affect the supply, nor therefore the price of commodities 
produced- by the appliance. The rent from land also does not affect 
the supply nor therefore the price of the produce of land. 

In the long period the supply of an appliance from which a quasi- 
rent is derived can be fully adjusted to the demand for it ; and so if the 
quasi-rent from the applience does not in the long run amount to normid 

* Quasi-rent is npt scmething like rent but t^porsry rent 

II — 21 
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profi|[8 on capital and efik>rt, the supply of the appliance will dwindle 
4ind it would not contribute its part to production. True rent from land 
will differ from quasi-rent in this way— even if true rent ceased^ the 
aupi^ly of the free gifts of nature would remain undiminished and these 
gfifts of nature would continue to take their part in production. 

QuasUrent resembles rent An the shorUpertod — hut not in the Umg^ 
period. 

Like rent, in the short-period quasi-rent from an appliance for pro- 
duction docs not affect the supply and the price of the commodity 
t>roduced; li^e rent, in the short-period quasi-rent is determined by the 
price of the commodity. 

Rent in the long-period also does not control, the supply and the 
price of the commodity, but unlike rent, quasi-rent in the long-period 
does control the supply and the price of the commodity produced. 

Rent, Intereat, Profit 

Socialists regard Rent, Interest, Profit as all incomes of essentially 
the same nature — each being due to surplus value produced by labour 
and is the result of the exploitation of labour. They hold that all these 
incomes are unjust and should be abolished. , 

From another standpoint businessmen look upon Rent, Interest, 
th-ofit as essentially similar, as they are all incomes from property — 
**all property is valued in terms of its income; all that brings in an 
income is alike capital, and all is measured or capitalised on the basis 
vof its income.'* Some economists follow this view of capital. 

Taussig’s view is very briefiy this : ”So far there is . . . inefiectiv- 
ness of competition and . . . inequality in return among the instruments 
made by man their yield presents no phenomena essentially different 
from those of natural agents. But if there be effective ocmpetition 
between the various forms of artificial capital, no one among them will 
permanently bring to its owner an exceptional or differential return; 
then there is interest and interest only on capital in the narrower sense ; 
and then there is a substantial difference between "interest” and 
economic rent.” As regards social questions and questions of legisla- 
tion ^’Interest on artificial capital, as settled under^ competitive condi- 
tions, presents different social problems frgm those presented by the 
rent of natural agents orxby monopoly gains. . . . Economic rent and 
monopoly gains are unearned returns, and should be treated differently 
from return on capital, pate .and simple.” {Principles, 1926, Vol. II, 
'Chapter 46) . 

As in Taussig so in Marshall the emphasis is upon the existence of 
iree competition, or otherwise. And there is the question of the 
’elasticity of supply. MarshalFs position may be very shortly stated 
thus in his own wocds : ”A limited stock of large stones harder 

-man diamonds The purchaser would expect them to yield 

interest on their price. Bnt the net incomes whidh he actually reaped 
¥tom them he garmutA 1^ the value ol their services tmcontrolled 
V snpplies depihdmt m \ . . ) 7 exe suppose that the supply * 
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of stones can be increased slowly; and lastly that it can be inemaiid 


qnickly, and thA the stones are qnickly worn ont The abbye 

string of hypotheses begins with rents proper At the ol^er 


extreme are incomes kept close to interest (or profits) on cost of pro- 

4action .... Xntermediate stages the fundamental difference 

between those incomes yielded by agents of production which are to be 
regarded as rents or quasi-rents and those which (after allowing fbr 
the replacement of wear and tear and other destruction) may be regarded 
as interest (or profits) on current investments. The difference is funded 

mental, but it is only one of degree Out central doctrine is that 

^interest on free capital, quasi-rent on old investments of capital shade 
into one another gradually even the rent of land being not a thing by 
itself, but the leading species of a large genus/' (Marshalli Principles 
of Economics, Book V, Chap. ix). 

Rant and Social Ptograss. 

Social progress in different directions affects rent in different 
ways. 

(a) Other thin|[s being equal, growth of population and of 
prosperity lead to an increased demand for land, the margin 
falls and there is an increase of rent. 

(b) AgrictUiural improvements, e.g., the introduction of 
new and more powerful fertilisers, better rotation of crops etc., 
would enable a given area of land to produce a larger amount 
of produce, and so the total agricultural produce required by the 
country would now be obtained from a smaller area of land 
than before ; and therefore some of the poorer grades of land 
would not be cultivated, the margin of cultivation would ascend, 
and rent would fall. Agricultural improvements increasing the 
produce from a given area of land thus tend to diminish rents. 

(c) Improvements in means of communication. 

I/ike agricultural improvements, improvements in means 
of communication affect the margin and influence rents. 

(i) If these improvements in transportation connect a place 
with a new market where this agricultural produce can he sold 
at a higher price, then the rent will tend to increase. Rents in 
America have risen with improvements in transport which enable 
American farmers to produce large quantities of com for export 
to England. The. demand for agricultural produce for the 
purpose of epaporb mcreases the demand fm: land in Amerifi^» 
the margin fsEs and rent increases. 
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(i{) Improved means of communications^ connecting a 
country with a new source of supply of agricultural products 
will tend to reduce rents in that country. Increased facilities 
of communication, the development of steam navigation and 
railways have made England look upon the United States as 
a source of supply of agricultural products, the poorer grades 

of land in England have been thrown out of cultivation by the 
competition bf American produce, the margin of cultivation has 
risen in England and so rent of agricultural, land has fallen. 

Improvements in internal means of communications within 
a country will tend to increase the rent of land distant from 
the market. The comparative inconvenience of situation of 
land distant from the market is decreased by improvements in 
communications. . 

The unearned increment of land. 

I 

Though the idea may be traced in earlier economists, the term: 
“Unearned Increment*' was first used by John Stuart Mill. 

As the margin of cultivation falls on account of the growth of 
population and increased demands for produce, the rent of land 
increases,— and in this way the value of agricultural land may increase 
without any effort on the part of the landlord. Similarly growth of 
population and increased prosperity in a town will bring about an. 
increase in ground rents and an increase in the value of urban land. 
This kind of intrease in the value of land which is due to social 
progress (growth of population and prosperity), and is not due to any-- 
thing done by the landlord is called the 'unearned increment of land.*’ 
(Any increase in the value of land brought about by an expenditure of 
labour and capital by the landlord would be, of course, earned incre* 
ment, legitimately earned by the landlord). 

In Bengal, the Government settled the land revenue with the 
Zemindars permanently by the Permanent Settlement of 1703. So the 
Zemindars pay fixed land revenue to the Government, and they (many 
of them) receive an enormous unearned increment from the land due 
to growth of population and prosperity. In large towns like Calcutta 
and Bombay, there is a large and rapid increase in the unearned incre- 
ment of land. 

As the unearned increment is not in any 
for the landlord but is due to the 

hw Sir Progress of society, in fairness it should be 
” appropriated by society and not by the: 
landlord. 


The argument 
appropriation of ^ 
earned increment 
state. 
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This view hM been advocated by John Stuart Mill and also aone 
other distinguished economists, and in an extreme form it has been 
advocated by Mr. Henry George. 

PMposab of Henry George and J. S. MQl, etc. 

• 

Proposals for appropriating the unearned increment by the state 
are of different kinds. 

(1) Some propose that the entire unearned increment, past and 
present, from all kinds of landed property should be appropriated by 
the state and without any compensation given to the landlords. This 
is Mr. Henry George’s scheme. In Mr. George’s scheme, the entire 
rent is taken by the state from the landlord and the landlord gains 
nothing from his possession of land. The land practically nationalised 
becomes, in fact, though not in name, the property of the state. 

(2) John Stuart Mill proposed (and his suggestion has been 
repeated by other writers) that the land in a country should be sub- 
jected to a periodical valuation by the Government and that any 
increase in the value of land not due to the labour and capital of the 
proprietors should be *taken over by the state by a tax upon the 
unearned increment. 

The proposal of Mr. John Stuart Mill was chiefly with reference to 
agricultural land and it was the future increment that was to be taxed. 

The suggestion of Mill* and that of other reformers of his time have 
been rejected by many modern economists on certain grounds. 

(3) The unearned increment is greater as regards land in towns 
than in agricultural land and so the taxation of unearned increments in 
towns finds more supx>orters at the present day than the taxation of 
the unearned increment of agricultural land. 

The state may take part of the unearned increment or it may take 
the whole of it by a tax. In some modern states (a.g., England and 
Germany) the state through taxation appropriates part of the unearned 
increment. The appropriation of the entire unearned increment has 
not yet been attempted by any modern Government. 

Objectioiw and practical difficulties in connection aridi 

the taxation of the unearned increment 

• 

(i) First of all there is the difficulty of ascertaining exactly the 
amount of the unearned increment. The rise in the value of land is 
due partly to labour and capital of the proprietor and partly to social 
progress. And in practice the work of calculating how much is due to 
the labour and capital of the proprietor, and how much is pure unearned 
increment is a very complex and difficult task. 

A tax taking more than the unearned increment would be unjust, 
such a tax on agricultural land would discourage agricultural enterprise 
and is incompatible with good husbandry; and a very heavy tax of 
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Uiis charturtfeir oa arban land would disoonrage the effective utilisation 
of nfban aitea* ' 

(s) Again it is difficult to find out whether the man in actual 
proprietory possession of the land is getting an unearned increment 
or not. He may have bought the land from some other man at its 
full value and here the seller fias got the unearned inmment and the 
buyer in possession has got none. 

These are practical difficulties in the taxation of the unearned 
increment. 

(3) Thettcthere is an objection on the score of principle. If the 
state takes unearned increment due to social causes (and not to any 
efforts of the individual proprietor of the land), it is only just and 
reasonale that the state should pay compensation to the owners of 
property which is depreciating (not through any fault of the proprietor 
but through social causes and changing economic conditions); but the 
state does not pay such compensation. 

* Nationalisation of land. 

The nationalisation of land means the extinction of all private 
proprietory rights in land and making all land the property of the state.. 

The nationalisation of land has been advocated by socialists; and 
also by persons who are not socialists and who are willing to allow the 
private ownership of capital (but not the private ownership of land). 

Two important systems proposed for land nationalisation are 
the following:— 

(1) The state as owner of the soil should lease the land to 
individuals, who should cultivate it as tenants of the state. 

(2) A second system suggested by John Stuart Mill and brought 
into prominence by Henry George is to put such a progressive tax^ 
on landed property in the hands of the landlords as would absorb the 
entire economic rent. 

The question arises as to whether this nationalisation of land is to 
be effected by paying compensation to the present owners of the land 
or whether the state is to take the land from the private owner without 
paying any compensation. \ 

(a) Land NatioiuiliMtkm without eompeaiuitiao. 

According to Mr. Montague who writes on this subject in the 
Dictionary of PcHticed Economy, ^'Nationalisation of land effected 

* In India the State has rights over the land from time immemorial 
agd the British Govemmeitt has reco^^ised also private property in land. 
** 1 !|ie Indian system of land tenure is something intermediate between 
complete nationalisation of land and absolute private prc^^erty in land.’* 
(Indian industrial Ovgunlmtiofi-Htfori^ 
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without compensation or with merely nominal and delusive compcir*^ 
sation is open to Ihe objections based on law, morals and public poUcyf, 
which can be brought against the abolition of all property whahmever 
and to the additional objection of making one class (the land«owning 
class) a victim to all other classes.’* 

• 

(b) Land Natfamalitatikm witli eompennation. 

There are also objections to nationalisation of land with com* 
gensation. ^ 

(1) The difficulty about purchases of the land from the private 

proprietors. • 

(a) The total amount of compensation to be paid by the state to 
landowners will be a very heavy one. How is this amount to be raisedl 
by the state? The fiscal difficulty would be a serious one. 

(b) If the state manages the land itself, a costly public department 
with an immense staff would be required for the work. 

(2) And if land nationalisation is effected with suitable compen^ 
sation to landowners, it will often be not very profitable to the stata 
and sometimes it may #nd in actual loss. If the state in England had 
bought agricultural land in Mill’s time, it would have been a loser 
on account of the fall in the value of land. 

(3) And under the system of a state department granting leases to 
tenants for varying periods^, the risk of corruption and favouritism would 
be great. 

(4) The state as landlord may not be able to supply capital as 
efficiently as private landlords for agricultural improvements and so 
agricultural improvements and progress be discouraged. 

The question of nationalising all the land held in private owner* 
ship within a country seems to be difficult under present conditions. 
As regards future property, that is to say, the concession of new lands 
granted by the state to citizens (specially in new countries like Australia, 
Canada and the United States) the state would do well to retain its 
property in the soil and thus help towards solving the social problem 
for the future generations. 

Land Tenwe*. 

The contract rent ' taken by the landlord from the tenant often 
diverges from the pure economic rent of land. The economic rent of 
land is the surplus above cost ot production. 

The actual contract rent differs from the economic rent on account 
of ecdhomic friction. Where there is ignorance, lack of opportunity 
or lack or mobility on the part of the tenant, actual rent may ha higher 
than economic rent. 

Again where on account of social or other reasons the landowner 
does not exact from the tenant the whole of the economic rent but 
only a part of it, the actual rent may be lower than* the economic rent. 
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Tenures. 

As Prof. Marshall points out early forms of land tenure .are generally 
based on partnership. 

The two partners are (i) the tenant who is the working partner 
and (2) the state which is the sleeping partner. The produce of the 
soil is divided between the state and the tenant. This system existed 
in ancient India and it also prevailed in many other ancient countries. 

I. Metayage* or rental by shares. 

Under this system the rent instead of being *paid in money and 
being invariable during the term of the lease is paid in kind. Often 
one-half of the harvest is paid as rent by the tenant to the landlord, 
but the proportion is not the same in all places. The tenant supplies 
labour, he works himself with his family, and sometimes he hires a 
few labourers, the landlord supplies land and generally also capital in 
the shape of farm buildings, cattle, and in some cases even farm 
implements etc. 

The metayage system is much in use in certain parts of Europe 
particularly in Italy, Portugal, and the countries of the Danube, and 
also in portions of France. We have it here also in Bengal where it 
goes by different names {barga, bhagehas, batai etc.) in different parts. 

It is a fact worthy of notice that the proportion of land cultivated 
under the metayage system has diminished considerably in Europe; 
and it is also diminishing in India. 

Advantagea of the Metayage System. 

The following advantages can be claimed on behalf of this system. 

(1) Metayage creates a common interest between the landlord and 
and tenant by making them partners in good fortune and in bad. 
Under other systems, the landowner and the tenant have conflicting 
interests. 

(2) A poor man can become a metayer tenant, because he has not 
to supply capital. Unlike an English tenant farmer who has to pay the 
same money rent in good \is well as in bad years, the metayer tenant 
has to pay only a proportion of the actual produce to the landlord as 
rent; end so even in bad yeai^ the metayer tenant is not in distress 
about his payment of rent. 

(3) Competition between farmers paying money rents often sends 
up money rents to an excessively high level, but this is not possible 
under the metayage system whi<^ fixes by custom the shares of the 
landlord and the tenant. 


*Por metayage in India, refer to Morison’s Indian Industrial 
Organisation (Chafer m). 
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(4) Again under metayagej the landlord does not gain much by 
changing his tenant^ and so ^s system is more favourable to long 
leases, 

(5) The amount of rent received by the landlord being a share 
of the produce depends upon successful cultivation; and so the landlord 
takes interest in the cultivation and seas to its improvement. This 
benefits the metayer tenants and also improves the standard of 
cultivation. 

The unity of interest between landlord and tenant established by 
yietayage, and the benefits it confers on the metayer te^nt are con* 
ducive to social peace. 

Prof. Marshall Holds that the advantages of the metayage system 
are considerable when the holdings are very small, the tenants poor, 
and the landlords are not averse “to taking much trouble about small 
things; but it is not suitable for holdings large enough to give scope 
-to the enterprise of an able and enterprising tenant.** 

The disadvantages and defects of Metayage. 

(1) An able and snterprising tenant would prefer a fixed money 
rent, because then -whatever he produces above that would be his. 

Under metayage he has to give a part of the product due to his 
.superior capacity to the landowner. A metayage farmer has also less 
freedom and responsibilit}; than an English farmer. 

(2) And the landlord has to take a great deal of trouble for the 
land under metayage which he has not to do under the English tenant 
system. 

The land-owner lends capital, and he gets only a portion of the 
additional net product due to his capital. This seems to be a poor 
investment to the land-owner, and discourages investment of capital in 
the land. 

For these reasons metayage is regarded as being unsuitable for 
progressive cultivation. 

The metayage system *is not well suited for large holdings requiring 
41 considerable expenditure of capital, and efiicient and enterprising 
management on the part of the tenant. 

It has been suggested by Professor Gide that the contract of 
metayage may be modified according to circumstances, with a view 
to adapt it to progressive cultivation. The metayer, for example, may 
contribute a large amount of capital; or the land-owner may advance 
dt at a moderate rate of interest. 

n. PeaNuit Proprietorship. 

When the peasant is the proprietor of the land he cultivates, 
we have the system of peasant proprietorship. The land is his own, 
he supplies the greater part of the labour working himself with his 
family and he also supplies the capital. He supplies land, labour and 



330 . 


OUTLINES OF ECONOMICS 


capital; and the entire produce consisting ci rent, wages, interest, and 
profits goes to him. * 

The ayatem of peasant proprietorship prevails largely in France,, 
in Belgium and in certain parts of the United States. In the United 
States, the peasant proprietor uses to an important extent hired labour 
and borrowed capital. • 

Advantages of Peasant Plropnetorship. 

The advantages of this system are very considerable. 

(1) The peasant knows that he is the proprietor, that the entire 
product will go to himself. This immensely stimulates his energy and 
industry. 

In the words of Arthur Young ‘'Give a man the secure possession of 
a bleak rock and he will turn it into a garden .... The magic of 
property turns sand into gold.*’ 

(2) The system of peasant proprietorship not only makes the 

peasant most industrious and hardworking, it also improves his- 
character in other ways. The sense of proprietorship gives him self- 
respect. • 

And the desire to improve his land by spending capital on it makes- 
him temperate and thrifty in his habits. He is scarcely ever idle and 
seldom regards his work as mere drudgery; it is all for the land that 
he loves so well. , 

(3) Again a large body of peasant proprietors affords a steady^ 
bulwark against political and social unrest. 

Diaadvcoitagmi — 

(z) Marshall is of opinion that the peasant proprietor is generally 
an industrious but seldom an efficient worker, llie peasant proprietors 
generally stint the food of themselves and their families, sometimes 
live in their kitchen for economy and are practically worse housed and 
fed than the better class of English cottagers. • The efficiency of peasant 
proprietors is therefore low and though they work long hours, the^r 
generally get through little work. 

Wealth is only a means to an end which is happiness, the peasant 
proprietors sacrifice the end (happiness) to the means {wealth). 

(2) It depresses the birth*2rate and prevents a suitable expansion* 
of population. The peasant-proprietor in Prance practises artificial 
birth-control and restricts the number of children preventing much 
subdivision of his land. 

(3) The S3^tem of peasant proprietorship is not so favourable to 
scientific cultivation as the English system. The peasant proprietors- 
have not much capital at their disposal and they are also not so* 
educated and enlightened; they do not understand very well scientific 
improvements and they have also not the means to cany out these 
improvements. 
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As regards the disadvantages of peasant proprietorship it may ha 
p^ted ont that a deliberate eheck enerdsed upon the growth of poptda* 
tion is confin^ not only to peasant proprietors but is also to be found 
among the artisans o£ the towns and in a very appreciable degree among 
the upper classes. And this prevention of over-population among the 
agricultural and the artisan classes is really desirable from their point 
of view under certain circumstances. * 

"Hien for the third objection. Increasing diffusion of education is 
making peasant proprietors capable of appreciating the merits of scientific 
cplrivation; and oo-operation and other suitable agencies a;re increasing 
their resources with which th^ can introduce up-to-mite scientific 
methods and machinery. 

The disadvantages of peasant proprietorship are prominent in old 
countries, where the peasant proprietors are comparatively uneducated, 
unorganised, and have limited resources. 

And in countries where the peasants are properly educated and 
have sufficient command over capital, peasant proprietorship offers very 
great advantages. In the words of Taussig *'A wide diffusion of the 
ownership of land and the predominance of cultivation by the owners 
are the most wholesomd agricultural conditions.** 

India and Peasant IVoprielorsliip. 

The Indian peasant is industrious and hardworking. Thrifty he 
is within limits, and also honest and temperate to a degree. And he 
has a great love for the land. With more education, and with a 
sufficient command over capital provided by co-operation and other 
agencies, he should make an ideal peasant proprietor. At present there 
is a sort of dual ownership— the landlord has rights of property over 
the land, and also the tenant who has in many cases occupancy and 
other rights; and as in Ireland so in India, a large devel<9ment of 
peasant proprietorship is expected to do a great deal of good in the 
future.* 

in. The Eni^Usli Sy9tem of Land Tenure. 

In England, peasant proprietorship in some parts existed in the 
Middle Ages. But in course oi time, die peasant proprietors have been 
replaced by tenants, holding land under* the present system of tenure. 
The present system in England is this— the land of the country is owned 
by a few great land-owners ; the landowner leases the land to the tenant, 
and the tenant is generally a large capitalist farmer,^ cultivating the 
land partly with his own "capital and partly with capital supplied by 
the landlord. The tenant farmer hires labourers on fixed wages to woric 
- 

* Morison^/tidlan Ind/usUM OrganitaHon (Ch. VI). 

Ranade— E ssies M Indian Beonamics. 
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for. him. So under this system we have the landlord, who supplies the 
land and also a great part of the capital (about ^/6ths of the total 
capital employed on the farm) in the shape of buildings etc., the tenant 
farmer supplies part of the capital and the management and there are 
also hired labourers engaged by the tenant farmer. The lease is for 
varying periods and generally, for short periods. The rent is determined 
chiefly by competition. 

The landlord gets rent which includes some economic rent and also 
some interest on his capital, the labourers get only wages and nothing 
more and thew tenant farmers receive interest on their capital and profit 
of cultivation. 

Under suitable conditions (i.a., when the lanJlords are prosperous 
and not exacting and the tenants capable and industrious), the English 
83rstem has great merits. 

The Merits of the English Ssrstem. 

(1) **The chief merit of this system is’* as Marshall points out 
“that it enables the landlord to keep in his own hands the responsibility 
for that part of the property (land, buildings a^d permanent improve- 
ments) and only that part which he can look after with but little trouble 
to himself and little vexation to his tenants. 

(2) The landlord supplies 5/6ths of the capital and he supplies this 
capital to the tenants at an exceptionally 'cheap rate (about 3 p.c. 
interest on cost). This greatly helps the tenants. 

(3) Unlike the landlord under the metayage system, the English 
landlord has considerable freedom in the selection of an able and 
responsible tenant. 

This cheap supply of capital and the selection of able tenants make 
possible scientific cultivation and a high standard of agriculture. The 
English system on the whole tends to promote the discovery and 
difiusion of improved methods and it stimulates and economises enter- 
prise and energy in agriculture. 

Demerits. 

\ 

The English system suffers from certain defects. 

(z) The landlords in selecting tenants are not guided by strict 
business principles. They do not try to get always the ablest tenants, 
who will make the best use of the land. In this way, there is a loss of 
efiiciency. 

(2) The dependence on the landlord is distasteful to many able men 
who would prefer the system of peasant proprietorship ; and these men, 
in the absence of peasant proprietorship would engage in manufacturing 
and other industries rather than engage is agriculture. 

(3) The position of the labourers is not a satisfactory one, they 
get only wages and have no other interest in the land. 
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Mar^all remarks ''faulty and harsh as it has been in many 
respects, it yet had a great power of stimulating and economising that 
enterprise and energy .... which gave England the leadership of the 
world in manufacture and colonization and though in a less marked 
degree in agriculture.*’ 

9 

The Introduction of Peasant Piroprietorship in England. 

Prof. Marshall is of opinion that for England the present system 
is on the whole the best, and peasant proprietorship is ui|^oited to the 
economic conditions of England, to her soil and climate and the temper 
of her people. • 

Marshall however points out that within certain limits peasant 
proprietorship as a system of land tenure has its place even in England, 
There are certain types of men who have a great capacity for growing 
fond of the land, who would wOrk hard and live sparely if they have 
not to call any man their master and these men are specially fitted to 
be peasant proprietors; and there should be no artificial hindrances to 
their acquiring peasant properties. 

• 

Conditions and limitations on large-scale production in 
agriculture. 

Large-scale production «n agriculture cannot be carried to the same 
lengths as in manufacture. The causes of this are the following : 

(a) Agriculture must be spread over the broad land, thousands of 
agricultural workers cannot be concentrated on a small area ; and 
agricultural operations are not easily subjected to a fixed routine. Both 
these circumstances make effective supervision difficult. 

In manufactures, on the other hand, thousands of workers can be 
concentrated within a small area, even under a single roof and the 
work may be divided into routine tasks of different kinds assigned to 
different classes of workers. This makes effective supervision in manu- 
facture even on a large scale possible. And so large-scale production is 
carried to much greater lengths in manufacture than in agriculture. 

(b) In agriculture there is a great dependence upon the seasons and 
the use of machinery is not so large as in manufacture. These things 
also work against" the establishment of 4arge-scale production in agri- 
culture to the same extent as in manufacture. 

The scale of farming in each country depends upon various economic, 
political and social factors. 

In England farming is on a larger scale than in India. Even 
in England however an increase in the scale of agriculture is prevented 
by the following facts : . ^ 

(a) High-grade business ability is required for successful large-scats 
agriculture. In agrtenlture the farmer has to do the higher work of 
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management and he has also to waste his time upon much work which 
is recdly below him. The earnings of bosineas abilities are therefore 
not so high in agriculture as in manufacture and other industries, and 
so the best men leave agriculture for other occupations. 

(6) Again an increase in the scale of a^cnlture will r^nire farm 
buildings and means of conftnunication specially adapted to it. 

. India and large-acak agricnltara. 

In IndU, of course, we have the general limitations on large^scfile 
agriculture which exist in all countries. We have in addition the 
following circumstances limiting the scale of production in Indian 
agriculture : 

(1) The system of small holdings. 

(2) The law of inheritance which favours subdivision of holdings. 

(3) Absence of suitable agencies for supplying cheap agricultural 
capital. 

(4) We have not also a capable class of farmers having that 
knowledge of scientific agriculture, machinery and markets, necessary 
to make large-scale cultivation a success. * 

Rent defended. Its social and economic justification. 

Rent has been assailed by socialists as* a form of theft, as surplus 
value stolen from labour. (Ci. the socialist theory of value in Vol. I. 
page 441). 

It has been strongly defended*<-even on social grounds. B^nomists 
maintain that private property in agricultural land has stimulated pro- 
duction and social interests through the long course of civilisation. 
^'Private property in agricultural land has been developed in the course 
of long centuries as the most effective means of spurring on the 
cultivator to the best methods, and thus uniting individual and social 
interests. To distinguish between the social and individual causes of 
agricultural rent is impossible. The validity of agricultural rents, 
however^ involves that of other land rents as well.” (Seligman— 
Principles). So also Taussig. ”The spur of ownership was historically 

indispensable for the advance of the agricultural arts Henoe all 

communities, whether they have moved slowly through a long historical 
development or have begun alTonce on the phme of advanced civilisation, 
have rested their. industrial organisation on private ownership of land. 
.... To destroy all these acquired rights is not indeed unthinkable, 
but it would involve reconstruction of the whole framework of society. 
It presents the problem of socielism . . . .” 

Hr. Henderson (in his Supply and Demand) maintains the necessity 
of Rent not only under conditions hot ev$n under sociaUsm. 

way in which the t«Bd of a country is used, rite way in which 
it is apportumed between rite countless eltemative employments that 
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are possible, is a most important matter, more ‘important perhaps than 
any questions as to the sise of tiie incomes which particular lan&wnets 
receive by virtue of their rights of ownership. How is this appdrtkiii* 
ment effected as things are now ? Itie answer is dear : maiidy by the 
agency of either rent or price. The business which finds it worth 
v^ile to offer the highest rent or the highest price for any piece of 
land will, as a rule, be able to command its use. And, with this as 
the governing principle an apportionment is secured between shops, 
offices, factories, agriculture. . . So even under socialism (thqugh 
there might be no private landowners) rent would be necessary to 
bring about the best social utilisation of the land as* between the 
immense variety of Afferent employments. 

Snminary. 

1. Rent in economics is used to mean (i) income from land and 
other free gifts of nature and (ii) in a wider sense payment for any 
differential advantage in production enjoyed by any agent in production 
(viz, land, labour, capital or organization). 

2. Ricardo’s contrA)ution to the theory of rent is very important. 
Rent, according to Ricardo, is paid for the indestructible properties of 
the soil, and it is a differential return. Historically the best land is 
cultivated first, and (to meet the growing demand for produce and on 
account of the operation of diminisUng returns) worse and worse grades 
of land have to be cultivated. As the margin of cultivation descends, 
rent increases. Rent is not an element in the price of agricultural 
produce. 

Objections, 

Some objections usually urged against the Ricardian theory are that 
(i) rent is not paid for the indestructible properties of the soil, (ii) the 
best land is not always cultivated earlier than the inferior grades, 
(iii) the Ricardian theory of rent does not apply to actual conditions in 
many countries, (iv) rent in certain cases does enter into price. 

3. Prof. Marshall’s re-statement of the classical doctrine of 
rent gives a clear and comprehensive explanation as to how margin 
of cultivation, the amount of produce, the amount of rent, and the price 
of produce are determined, and the relations between them. Rent is a 
surplus above cost. 

4. There is an intimate connection between the law of diminishing 
returns and rent. Without diminishing returns there would be no rent. 

5. The rent of agriatUnral Und is due to differential advantages 
relating to fertility ai^ also convenience of situation* Rent of mines 
includes (a) rent ptopjpar an<l (b) a payment as compensation for the 
exhaustion of minmalg. Situation is the factor of special importanee in 
determining* the rent «t eitan eOes^ 
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6. Actual rents are less than the economic rent in England under 
the influence of public opinion and class sentiment; ^hey are less than 
the economic rent in many countries of Europe under the metayage 
system on account of the influence of custom, but were greater than the 
economic rent in Ireland sometime ago. 

7. Rent is not an element in the price of agricultural produce— 
the payment of rent does not* aflect the price of produce in the market. 
Rent is not the cause of the high price of produce, but high rent is 
rather the effect of the high price of produce. 

8. The value of agricultural produce determines rent; and rent in 
turn determiifes the value of land, 

9. In the short period the net incomes from the appliances for 
production {viz, machinery, factory buildings, business ability etc.) have 
enough resemblance to true rent to justify us in calling them quasi-tents. 

10. Rent is affected by social progress in different ways. The 
causes which make the margin of cultivation fall bring about an increase 
of rent, and the causes which make the margin ascend bring about 
a fall of rent. 

11. The argument for the taxation of the unearned increment is 
this. The unearned increment is something which is not earned by any 
expenditure of labour and capital by the landlo!i‘d, but is due to social 
progress, and so should be appropriated by society. 

Objections, The usual objections advanced against the taxation of 
the unearned increment are that (i) the state is not justified in taxing 
unearned increment because it does not pay compensation to owners- 
of depreciating property, (ii) practical difficulties about (a) ascertaining 
the exact amount of the unearned increment and (b) ^ding out the 
person who is in actual enjoyment of the unearned increment. 

iz. Nationalisation of land may be (a) with compensation (b) with*^ 
out compensation to the existing proprietors of the land. Nationalisa- 
tion without compensation is opposed to law, morals and public policy. 
And as against nationalisation with compensation, the principal objec- 
tions are (i) the fiscal difficulty in connection with the purchase of the 
land by the state (ii) the expense of managing the land by a costly 
public department (iii) the risk of corruption and favouritism. 

13. The metayage system has very considerable advantages when 
the holdings are small, t^e tenants poor and the landlords willing to* 
take a great deal of trouble but ordinarily it is not quite suitable for 
progressive cultivation. The English system with all its defects and 
harshness is well adapted for ^entific cultivation and a high standard 
of agriculture, and has great power of stimulating and economising 
energy. The system of peasant proprietorship suffers from certain 
defects in countries where the peasants are ignorant, unenterprising 
and have limited resources; but it offers very considerable advantages, 
and it is the most wholesome system where the peasantry have educa- 
tion, energy, organization and a sufficient command over capital. 
Marshall admits that within a limited sphere, there is scope for peasant 
proprietorship even in England, but there are obstacles to be overcome* 
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Qomtioiit. 

1. What are the different senses in which the word *rent’ is used? 
What do you understand by factors of marginal capacity, and factors of 
supermarginal capacity? 

2. State and examine the Ricardian ^eory of rent. (C. U. 19x2 > 
1910). 

'*Rent is paid for the original and indestructible powers of the 
soir\ Discuss. (C. U. 1928). 

3. (a) Give briefly Marshairs re-statement of the cl^sical theory 
of rent. 

(b) How is the esonomic rent of land determined^ Would there be 
any economic rent if all lands were equally fertile? (C. U. 1929) « 

(c) What is the relation of the Law of Diminishing Returns to 
Rent> (C U. 1911) 

4. Describe how (a) rent of agricultural land (b) rent of mines 
(r) rent of building sites are determined. 

**lvand rent is a differential or surplus product.’* Explain this 
statement and discuss the nature of building rent<&. (C. U. 1927). 

5. (a) Discuss the {proposition **Rent is not an element in the price 
of agricultural produce.** (C. U. 1919, 1921). 

(d) How is rent related to price? (1911 H.). 

(c) What is the relation between the rent of land and the price of 
land? , 

6. Do actual rents in England, in continental metayer countries 
and the United States correspond to the rent of Ricardian tlieory? 

7. (a) Write a note on i^uasi-rent. (C. U. 1914, 1926). 

(b) Explain Quasi-rent and discuss the relation between Quasi-rent 
and true Rent (1912 H.). 

8. Discuss the eflect upon agricultural rent (a) of agricultural 
improvements (b) of improvements in internal means of communication 
(c) of opening up of a new source of supply of agricultural products. 
(C. U. 1912). 

9. What is nationalisation of land ? Consider the questions of 
(a) nationalisation with compensation (b) nationalisation without com- 
pensation. 

JO. Give short sketches of the following systems of land tenure 
pointing out merits and defects : 

(a) The metayage system (b) peasant 4>roprietorship (c) the English 
system. 

II. Remark on the characteristic merits of peasant proprietorship. 


II — 22 
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CHAPTER m, 

WAGES. 

*Tli# Wages Qiiesti&ii. 

In modern industrial communities like England, Fiance, 
Germany ati/i the United States, most men (and a large number 
of women) are wage-earners. For the vast majority of the 
people in these countries, the wages question is the great 
economic question, the% fundamental problem relating to their 
economic status, prosperity and progress. 

The problem relating to wages is one of great complexity 
influenced by an immense variety of factors, economic, political, 
social and ethical. ^'The wages question is a question of 
culture. — Brentano, 


Wages. 


Definitions of Wages. 

(i) Prof, Gide*s view. 

The word ** Wages” is sometimes defined by economists to 
mean the income received by a person for his labour. This 
definition is regarded by Prof. Cide as too wide. 

And Prof. Gide remarks that the term wages should be 
applied only to the remuneration for labour, performed under 
certain conditions, the wages should be applied not to mean the 


\ 

* In countries like India which have not yet fully adopted the 
modem industrial organisation, large numbers of workers are not 
wage-earners employed by a^ big employer but they are their own 
masters working as independent producers on a small scale. The 
average Indian peasant is an independent producer working on his own 
acount, and not a wage-earner employed by a master; and there are 
multitudes of these small producers in the Indian handicrafts and cottage 
industries. There are great numbers of wage-earners in India, but 
they form a much smaller proportion of the population in India than 
in Bngland or the United States. 

So there is a measure of truth in Sir T. Morison’s statement “The 
rate of wages is a matter of very slight oonesm to tiie working class 
of India** Indian Industrial Organisawn), 
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price of evety bind of labour, but lo th$ pHet of labour, hirod 
and employed by an entrepreneur. 

(2) Some writers use the expreadon wages in a wide sense 
to mean the Price Paid for the services,of labour. And by labour 
they include all the various kinds of personal services, for which 
a pa3rment is made. The word "Wages** in this sense means 
the earnings of labourers hired by the entrepreneur, the 
earnings of the entrepreneur himself for his labom: of supeiv 
intendence, the earnings of professional men, etc. 

The entrepreneur for his own labaur of'- superintendence 
gets an income called the wages of superintendence. So the 
term wages is applied not only to the income of labourers hired 
by the entrepreneur, it is also used to mean a part of the income 
of the entrepreneur himself. * 

Rodh amd Nominal Wages. 

The real wages of labour are the remuneration of the 
labourer recEraed in tl^ necessa ries, and convj^eng^ of 
that are given for labour. nominal wagitot labour con^t 
of the quantity of money paid. 

To quote Adam Smith "The real wages of labour jnay be 
said to consist in the quantity of the necessaries and con- 
veniences of life that are given for it (labour) ; its nominal 

wages in the quantity of money The labourer is rich or 

poor, is well or ill rewarded, in proportion to the real, not 
the nominal wages of his labour.** 

Marshall goes on to point out that the words "that are 
given for it" must not be taken to apply only to the necessaries, 
conveniences that are directly provided by the purchaser of 
labour or its products ; for account must be taken also of the 
advantages which are attached to the occupation and which 
require no special outlay on his Part." 

Two labourers earning the same nominal wages may have 
very unequal real wages. 

In calculating the real wages of an occupation at a 
particular time and ^lace we have to allow for (a) variatiOMs Aa 
the purekaring PS^er of idonSf. We must pay special attenrim. 
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to those thmgs on which the class of labour in dQiuestion spends 
most of its wages. 

(b) Allowance also must be made for all ^xpens^i. 
The net incpy^ of the barrister (or of the doctor) is his ctos s 
i ncom(e minus his trade^^e^fpenses like the salary of a clerk/^e 
cost 01 keeping a carriage etc. 

(c) We must allow for the certainty or uncextjainiy of 
su^ess and *the regularity or irregularity of employM^ntJn th^ 
occupation. 

(d) We must take into consideration opportunities, which 
the surroundings afford, of any supplementary earnings for the 
man engaged in the occupation or for other members of his 
family. 

(e) Allowance also must be made for varieties in the form 
of payment as when certain quantities of food and drink or the 
rent of a cottage etc., are given by the emjSloyer to the labourer 
in addition to the money wages. 

(/) The longer duration of labour power in some occupa- 
tions in some countries must also be vaken into account. If 
two labourers work at the same nominal wages in two 
occupations, that one receives the higher real wages who lives 
longer than the other. ^ 

We must also take into consideration that one occupation is 
healthier than another, or that it gives a better social position, 
or that it is more or less dangerous to life and limb, or it offers 
chances of high rewards to some members of the occupation, 
and so on. 

The attractiveness of an occupation to a labourer depends 
not ut K)n „, money wages, but upon the real wages, the net 
aS^mges of the mupatioik 

In comparing the felative prosperity of labourers in 
different countries, we have to compare not their money wages 
but their real wages. Money wages may be the same in two 
countries, but real wages may be higher in one country than in 
the other, and the labourers in the country with higher real 
wages will be better off. 

Prof. Sdiigman uses *real wages’ in a somewhat restricted 
sense. ’^Money wage^ are actual wages paid in money ; real 
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wages are actual commodities that the money wages can buy.** 
He seems to “exclude other advantages attaching tb the 
occupation. 

Time wages, piece wages, effiijjlency earnings. 

The earnings or wages of a person in any given time, such 
as a day, a month or a year constitute his time wages or time 
gamings. « 

We have a system of piece work wages when wages are 
paid in proportion to the quality and the quantity of the work 
done by the labourers. 

Wages paid in proportion to the ability and efficiency 
required of the labourer are called efficiency earnings or efficiency 
wages. In the words of Prof. Mar^all “The tendency of 
economic freedom* and enterprise to cause everyone’s earnings 
to find their own I6vel is a tendency to equality of efficiency 
earnings in the same district/* 

Wages and cost of kboar to the employer. 

For the employer low-waged labour which is inefficient is 
really dearer than high-waged labour which is efficient. 

This is the economy of high wages and its truth is very well 
realised by shrewd business men all over the world and spedally 
in America. A simple illustration will make the thing 
clear. To the employer, cost of labour is high or low according 
as he gets a small or large return for the wages he pays. One ^ 
labourer earns one pound a week and produces work worth two 
pounds. Another labourer earns higher wages, viz., two 
pounds a week but he produces work worth five pounds. ‘ 
Surely it is the labourer with the Ugher wage, who is cheaper 
to the employer because for each pound of wages, which he 
gets from the employer, he gives to the employer a larger 
product than the low-waged labourer. 

An average labourer in an Indian cotton mill receives wages ^ 
per day much lower than an average labourer in an English, 
mill but the low efficienpy of Indian labour makes the cost of, 
labour to the en 4 >loyer higher in India than in England. 
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Of two labourerii, one earning a high wage -and the other 
earning a low wage, on account of the difference in ef^deney 
(and both using the same quantity of machinery), the high* 
wage labourer is cheaper to the employer because for every 
pound of wages he does a larger amount of work for the 
employer with the same quantity of machinery. 

Some peculiarities in connection wiUi die demand and 
aiq>|dy of labour. 

Prof. Marshall notices the following peculiarities in the 
action of the forces of demand and supply with regard to labour, 
which are of importance in the theory of wages. 

(i) The worker sells his work but retains property in him^ 
self, (he does not sell himself like a commodity or any material 
agent of production). 

The investment of capital in him is limited by the means, 
the forethought, and the unsdfishnass of his parents. 

(3) The seller of the labour must deliver it himself. And 
it is a matter of importance to him that the place where he is 
to labour is a healthy one, where he will have good associates 
and other advantages. 

(3) Labour is perishable. If a labourer does not work for 
some ^ys on account oi loss of emplosrment, his labour f<»‘ 
those days is irrevocably lost and cannot be recovered. 

(4) The sellers of labour are generally poor, they have no 

reserve fund and they cannot easily withhold the supply of their 
labour from the market. For these reasons, labourers generally 
speaking are at a great disadvantage' in their bargaining with 
employers. ' 

(5) Another peculiarity consists in the slowness of the 
growth of new supplies of labour. It takes time to prepare and 
train labour for its work and the returns from the training also 
come slowly. 

It is to be noticed that in these respects the position of the 
Indian labourer is generally much weaker than in Fngland 
and other countries where labour is educated, efficient, wdl* 
organized and better paid. 
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b there a g— e r el reto of wofee? * 

Boonomista axt divided on tins question. The two different end 
opposed views are given below. 

M) There is no general rate of wages* 

iliere are different kinds of labour and so there are different ratea 
of wages. ^ 

(0 Carver. 

There are almost as many kinds of labour as of products and it will 
be quite as unreasonable to find a general rate of wages for labour as to 
1Snd a general price for products. * 

(ii) Marshall. * 

^ also Prof. Marshall. **There are no such things in modem 
society as a general rate of wages. There are as muny different ratea 
as there are occupations and each trade, profession and occupation has 
its own wage problem.*’ 

(B) Seligman. 

There is a general rate of wages in the sense that it varies com- 
paratively little as between a substantial minimum for the bottom grade 
and a not very mueft greater return for the higher grades of those 
labourers whose numbers aae of importance. In this sense, Seligman 
says there is a rate of wages like a rate of interest. 

We use the term ’general level of prices* and we speak of the rise 
and fall of prices. Simi&rly we may apeak of a general rate of wages 
and a rise or fall in the level of wages. 


Theories ot Wages. 

(1 ) Theory of die Iron Law of Wages. 


Accor4&iif.>.to> the advocates of this theory labour is a commodity*^. 
Worker^jsaHte sellers and emloyers are the buyers of this commodity, i 
TB(b''valnsuel a edmmoJIiSMs wewnined by its cost of production. Ahd \ 
what is tiris cost ^ pro duc^ptLof labour? 

Thel^si of fn^uetUm nscssr orisr to 


* Ths WliyyiSosr wazes)^ is determined by this cost of 
^oduMm, the WilUrv ^ 

VIS fa mily) . 

lUlifs theoiy of wages was started by the Classical School and 
received support from Ricardo in England, and Say in Prance. And 
under the name of the Iron Law, it has been us^ by the Socialist 
Lassalle to attack the existing distribution of wealth. 

This theofy of thiji iron law of wages is now rejected by sdentilic 
economists and it has been abandoned even by the socialists. 
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The objections to this theory are clear aid overwhelmiiig-— 

<s) Thfl theory cannot satisfactorily explain tki iSieqvAhty of wages 
in different occupations in the same country, 

necessaries required by an unskilled labourer are practically 
the same as the necessaries required by a labourer engaged in skilled 
occupations like electrical en^neering etc.i but the wages in skilled and 
unskilled occupations are different. The theory cannot also properly 
e;v;plain the inequality in wages in different counMes or at different 
times. 

I^he amount of necessaries consumed in different countries or at 
different times by an ordinary labourer may be much the same and yet 
the wages may be different. 

( 2 ) This theory takes notice 
i.e,, the Humber of labourers and 

And as regards the supply sid 
view that the supply of labourers is determined simply by the 
necessaries of existence. 

(a) Again as Prof. Gide points out the theory is either too optimistic 
or too pessimistic. 0 

n The theory is too optimistic if it holds that wages cannot f^ below 
necessaries of existence— in the worst paid occhpations" w ^es „ 
anally fall below nece^aries. The theory is too pes8imilB6^!f''% 
that t^aged cdtttfot rise above necessaries— the wa^ of 
labourers in most of the skilled occupations are much above the 
necessaries of life ‘ ' ^ 



(jH) The residual daimant theory of wages. 


^^is theory has been developed by Walker, one of the most original 
among the economists of Ameri^."^ '^e substance of Walker’s 
theory is this^ 


f The labourer is not a commodity, he is an instrument of prodiuetion 
• and the value of his labour depends upon his productivity. 


* Walker. 


Wages strictly form the residual share of the product of indnstiy, 
'residual in this sense that it is* enhanced by every cause, whatever that 
may be which increases the product of industry without giving to any 
rone of the other three agents df production a cUum to an increased 
remuneration under the operation of principles already stated : residual 
ih the sense that, even if any one or all of the other agents of pro- 
duction become so engaged in any given increase of the product as 
to become entitled to an enhanced share in its distribution, their shares 
remain subject to determination by positive reasons, while wages 
receive the benefit of all that is left over after tfte other claimants are 
M^sfUd. 
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of labOMr. 
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Wages^are deUff hined bv the tr aducHvU^ 

lllg ■Mrt gliincf .1^ . 

if tKr re^udt'cuU^nt in th€ Teiiset^t he receiw alt ifnit VeitKil^J 
of the total produet when the shttres of the other agents of prodnetiaH j 
{viiey rent, mtertsf, profit) have been deducted, (Wagee total prod^fptj 
of mdu8t]y--^Tetit---fi&tere8t-— profit) ^ ^ ^ ^ 


' IBSnt, interest and profit are fixed by the laws of rent, interest and 
profit; and as there is no law for fixing the amount of wages to be 
paidf all that remains of the value of piquet goes to the latourers as 
Yirages. 4 

When there is no additional demand for land, the rent (of land) 
cannot ri)Mi, when there is no additional demand for capital there is no 
rise in the rate of interest, when there is no additional demand for 
employing ability profit also cannot increase ; and if under these 
circumstances there is an increase in the amount and value of product 
(due to invention of machinery or due to the improvement of organiza- 
tion or to quality of labour) the whole of the increased value will go 
to labour as the residual claimant. 


Criticism*of the residual claimant theory. 

(i) If the labourer is the residual claimant then combinations of 
labours (tradcsjumu^ cannot raise >%ages because trade unions canned 
increase reydn^^ vAs a matter of fact trade unions raise wages 

and. so thS" residual claimant theory fails. 

The residual claimant theory does not take into account the 
influence exercised by the abundance or the scarcity of labour upon the 
rate of wages.' ' 'This Is a serious omission. 

(3) Walker, the propounder of the residual claimant theory, himself 
recognises that this theory will apply to the wages of labour only under 
certain conditions — ^he maintains that labourers will get the residual 
shares **unle8s by their own neglect of their own interests, or through 
inequitable laws, or social customs having the force of law** they are 
deprived of a portion of it by the other agents of production. 

And in actual practice these conditions are often not realiilfid so 
the residual claimant themry ceases to apply to actual wages^ 

(3) *TlfeJ^a||^ Fund theory. 

The wages fund theory was during fifty years (1S20-1S70) the 
accepted doctrine of English economists on the subject of wages 


* A alifort history of the Wages und theory. 

The wages fund theory was the wages theory of the Englisli 
economists w the classical school for about half a century (1830-1870). 

In Malthus we find ihat a certain fixed proportion of the total food 




346 . 


OUTLINES OF ECONOMICS 


has be^ much criticised and is turn ftenetaUy rejected. 
T Kilm bjUhe0 of the theory ts thfi: • ' , 

Tnetotal amount of wages pafd^M a country depends upon the 
amount o£ capital set apart for pasdng wages. The amount of capital 
set apart for paying wages is the circulating capital of the country aHd it 
[is called the wages fund. ^ 

^ The demand for labour consists of this wages fund for paying 
labourers and the supply of labour consists of the number of labourers. 
Wages (that is the average rate of wages) depend upon the supply of 
and demand for labour, wages are determined by dividing the wages 
fund by the number of labourers. * 


Wages Fund (circulating capital) 
Number of labourers 


=:Average rate of wages. 


If the wages fund amounts to 30 million pounds and if the labourers 
number 2 million, then the average rate of wages will be ;Cz5 per 
labourer. 


produce of a country (and this total produce also is supposed to be fixed 
in amount) is supposed to go to the labouring classes. 

James Mill substitutes capital for goods in his reasonings. John 
Stuart Mill adopts his fathers doctrine with some modifications and 
gives final shape to the wages fund theory. 

**Wage8 depend on the proportion between population and capitah 

wages meaning of course the general*rate cannot rise but by an 

increase of the aggregate funds employed in hiring labourers, or a 
diminution in the number of competitors for hire. . • 

Mr. F. D. l^ge*s and Thornton’s attacks on the wages fund theory 
led Mill in 1869 to make his celebrated recantation and to acknowledge 
that he had been wrong in his statement of the theory of wages. 

Even after Mill’s surrender, the theory of the wages fund was 
defended by Prof. Caimes who attempted to reply to the arguments of 
Longe and Thornton. * 

The theoiy however completely collapsed after the attack on it by 
Prof. Walker in ’’The Wages Question.” He maintains tliat wages are 
in no sense determined by the proportion between population and 
capital and that wages are paid out of the product of present industry 
and hen<;^ production fumisnes the true measure of wages* 

Walker and certain other economists have wholly and completely 
rejected the Wages Fund theory (i) they have maintained that there 
is no fixed wa^cs fund and, (2) they deny that wages are ultimately 
paid out of capital. • * 

As against these writers Tausrig has attempted and with consider- 
able success a partial defence end reconstruction of the Wages Fund 
Tlieory. He tries to prove that (z) trages are advanced out of capital 
(a) wages funds in the hands of the capitalists thon/;h not absolutely 
fixed are roughly predetermined and yet elastic within considerable 
limits. According to him, the wages fund doctrine bears not on the 
permanent and unalterable relation of real capital to real wages but 
on the relations of certain kinds of labourers (hired tebourers) to the 
capitalists of our modem conunusiities. (Titussig^lFhgas and Capital). 




WAGES 


CaadmAem from the WofM FWd TlMer|r. 

The advocate of tba Wage* fond theory draw tiia following ogo* 
clasiona from the theosy. 

(a) Wages can be increased only by increasing the clrcnlating 
capital of tfte^ cyf t1llt y‘ *'firby' diminishing the number of labourers. 

- 4 ^ If there is no increase in die drcelating capital or no diminution 
in the number of^labourerSi then the attempt of one class of labourers 
to ihbfSasS theit^weg^h will either fail or will SUOceed only at the 
expense of wages of other classes. 

• The wages fund theory Is thus very pessimistic ds regards the 
future of the workipg classes. And so it has been very unpopular with 
them even before its rejection by scientific economists. 

Criticism of the Wages Fund theory. 

(z) Wages ate not pM out of capital; they are only advanced out / 
of capita}. Wages are paid ultimately 

Wages came from the national dlvidenS^end the national WWoendi^ 
not a fixed fund but it is a flow or income stream. 

The labourers by increasing their productivity will increase the 
national dividend and can thus raise wages widiout increasing the 
so-called wages fund. 

[Any o&er cause ii^ich increases the national dividend makes 
possible an increase of wages, other conditions being favourable.] 

(a) The afjsount of capital from which wages are advanced is not ^ 
rigidly fixed jfp is assumed in the wages fund theory. There is no fixed t 
wasfCflwSr'' It is an elastic amount and it will increase with an increase 
in the remuneration for o^ital. 

(3) The wages fund tiieory implies that there is a national wages « 
fund set apart for hiring labour ; and of course this national wages fund | 
must be a total of indlvlaual wages funds in the hands of individnali 
employers. As a mattezi of fact there are no such individual wagesi 
funds set apart exclusively for hiring labourers and for doing nothing\\ 
else. 

(4) The wag^ fund theory makes the mistake of • neglecting the 
fact that aSTIhdrease in the number of labourers increases the pmuct 
to BeTCwaiSaL"" “ ' 

"Tj) "ThS nnsoundness of the wage» fund theory is also proved by 
the following cases : 

(a) K the wages fund tiieoiy were correct then wages would neces- 
sarily fall after a war on account of the destruction of capital and the 
consequent decrease in the national wages fund. But actually wages 
do not always fall after the end of a war. 

(b) Again if the w«^es fund theory were true, wages would always 
fall after tha end of a^^criiais which destroys part ot the national oapiti^ 
Actually however, fma does not always happen. 
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(c) Accoitlut^ to the wHgefi fund theory wages would be low in a 
new country with its smaller accumulation of capital, high in old 
countries with their larger supplies of capital. We often find, however, 
that wages in new countries are higher than in old countries. 

(d) Again strikes often increase the wages of labourers without in 
any way increasing the wages fund. 

Such cases which cannot be explained by the wages fund theory and 
which are arguments against the theory can be multiplied. 

Mill’s t^o proposltioiis ralating to capital w^eli mqiport 
the Wages Fimd theory cuid MarshaU’s exanunatioii of them. 

(i) One proposition is that industry is limited by capital. From 
thii> Mill argues that industrial activity independent of the growth of 
capital cannot raise the rate of wages. In answer to this Marshall says 
that the proposition that industry is limited by capital can be explained 
bO as to be true but a similar explanation would make the statement 
that capital is limited by industry equally true. (This proposition is 
used by Mill to show that since protection cannot increase capital and 
since industry is limited by capital therefore prAection cannot increase 
industry. The cause of free trade however does not need the support 
of such a weak argument, it is strong enough in itself). 

(s) Another proposition of Mill is demand for commodities is not 
demand for labour, Marshall says that this proposition expresses Mill’s 
meaning badlv. The proposition may mean two things : 

(a) It is not always true in the sense that the direct hire of labour is, 
more beneficial to the labourer than to spend it on buying commodities. 

(h) It is true in the sense that if a consumer of ready made articles 
becomes a producer and an employer of labour and postpones his *own 
consumption of capital and pays wages with it, then he does some good 
to the labourers. But the same postponement would have resulted in 
the same benefit to labour if the purchaser had made no change in the 
mode of his expenditure. 

(4)* Danaml and aopply Ufy ry 

The price of labour depends upon^the demand for and the 
supply of labour. TBe employer’s demand for WSoitr. 
u^^jhe marginal productivity of latmur.fthe net product which 
th€.jnjugmal labourer qbntnbutes)'. * The denuiMd htioA fm 
labour is governed by its marginat^ productivity. (See general 
theory of distribution' pages 293-394).^ 

and alsora^^lBofenl^’m^ wbour. 
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The totel supply of labour be mcreased, either by 
increasing the number of labourers or by increasing tbeit 
ejficiency or by increasing both. The factors which regulate 
the efficiency of labour are comparatively simple but the factors 
which regulate numttrs are more* complex. In considering 
the question of numb^s, we have to consider the general law 
of population. It is sta ndard pf living which chiefly 
det^piipi>s thgj xutf ^Qwth of population ^n nc^ axid 
progressive ^iqntdes ; and the standard of living means the 
nuinlber of other "wants whose satisfaction the individual con- 
siders of more importance than marriage or family. T^ 
standard of living may be said to influence wages just as the 
cost of production <rf a commodity influences its price by 
limitation of the supply. 

TliP living flffprtft the supply of labour, (i) partly 

by increasing the agj^ of marriage and by restraining the increase 
of numbers and (a) also by increasing the efficiency of labour. 
(A rise in the standard of living for workmen increases their 
efficiency because such a rise means better and more plentiful 
food, clothing and house accommodation for these workers, and 
also larger leisure and improved opportunities for educatipn. 
Other things being equal, a restriction in the size of his family 
enables the workman to maintain a higi} standard of living for 
himself and his family ; but with high productivity of labour 
as in a new country, the workman is able to maintain a high 
standard of living even with a large family, and his growing 
sons are helps and not hindrances to the settler in the rich 
soil of a new country). 

• 

la the long run, a rise in wages generally increases the 
number of labourers and also increases efficiency by raising the 
standard of living. A fall in wlges^educes the number of 
labourers and also reduces efficien<^. \3'be rate of wages that 
is sufficient to attract a certain quantity ^ a particular kind 
of labour is the supply price of that labour^ 

When the desstpcai and the supply prices of labour of a 
particular kind are the same, we have an equilibrium of demand 
and supply aijd qn equilibriutH rate of ^ 
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Suppose we are consideriss: a particular .class of semi* 
skilled workers in an Indian district. 


Wages Demand 

Ri. 2o/« per month for a labcairer. 20,000 labourers. 
Rs. 25/- „ „ 17,000 „ 

Rs. 28/- ,1 ,, 15,000 ,, 


Supply 

x6,ooo labourers. 

17.000 „ 

18.000 „ 


As the price of a service (or a commodity) increases, tho 
demand decreases and the supply increases. . In this case we 
have Rs. 25/- per month, the equilibrium rate of wages, bring- 
ing about an equilibrium in the demand for and supply of 
labour. 


Mobility of labour. 

The supply of labour is adjusted to tli| demand for it by 
the mobility of labour. This mobility consists (a) in the move- 
ment of adult labourers from one occupation to a more profitable 
occupation (b) in the growth of new supplies of labour from 
the children of labourers who grow up \.o manhood. 

Vertical mobility means the power of labour to move from 
one industrial grade to another. Horizontal mobility means 
the power of labourers to move from one occupation to other 
occupations of the same grade. There is only a small degree 
of vertical mobility ; but the amount of horizontal mobility is 
already very considerable and it is increasing on account of 
the increasing diffusion of education and the breaking up of 
the barriers between different trades through the introduction 
of machinery. 

\ 

DoUb't theory of wages. 

rs 

Maarice Dobb, a Cambridge economist, gives a new refinement of 
the Supply and Demand Theory of Wages— his “new theory, while it 
is apparently different in form and phrasing, is fundamentally fairly 
similar to the doctrines which preceded it. Like its predecessor, it is 
to be classed as a Supply and Demand Theory, modified and a little 
more complex. The fact that the level of wages may react on the 
efficiency of the worker, and so affect his output, is recognised.. 

The Demand for Lahotir, The Wages-Fnnd available for employing 
labour is no longer regarded me a quantity bearing a fixed pmpoxrion 
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to the snrplua prodnce ci industry which aocrues as Income to tiie 
owning class. It Is a fund which may be added to or reduced by the 
action of investors according to the relative attractiveness of investmenlf 
as against present enjoyment. 

The Supply of Labour, The supply of labour will also tend to be 
an elastic thing, but elastic only within limits, these limits being 
similarly determined by ^he **sttpply-price’* of labour. 

The wage-level is tlien seen to be dependent on two variable 
qnantities—the amount of capital advanced to hire labour (or the 
‘•Wages-Fund**) and the supply of labour forthcoming. The former at 
any one time will depend on past accumulations of capital, but will be 
maided in the course of time by the investor’s willingness to add to 
existing capital by new investments, or, on the other hand, by his un- 
willingness to leave existing accumulations of capital intact and his 
preference for transferring tliem to his own consumption .... As an 
equilibrium in mechanics may be the resultant of two opposing and 
resisting forces, so wages are regarded as the resultant of the two 
resistant forces of the investor’s desire to spend his money and the 
worker’s dislike of uork. 

The *'Supply-Priee*' of Labour this “supply-curve” being 

as much determined by the level of wages as wages were determined 
by it. 

The poorer the worker, the lower the “supply-price” of his labour— 
the more work he will da for a given wage. The wage he gets to-day 
may be the most important factor determining the wage he is willing 
to accept to-morrow; and his existing poverty may 1^ the principal 
reason of his wages remaining low. 

For this reason the “economic freedom” of the worker will be a 
factor of prime importance affecting the wage-level. Institutional 
changes, sudi as enclosures and the elimination -of the independent 
artisan which were described in Chapter I, will not affect the wage-level 
only be increasing the number of people in the labour market : they 
will affect it by cutting the worker off from other means of livelihood, 
and so making him more dependent on wage-earning than before and 
more willing to work for lower wages 

The Influence of Batgalning^Power, It follows from this view that 
over a considerable range wages can be affected by bargaining, in so 
far as the latter raises or lowers the “i^upply-curve” of labour. If the 
bargaining power of the workers is strengthened, the price of labour 
per unit can be raised; if the t»rgaining-power of the workers is 
weakened, the price of dabour is likely to fall”— Maurice Dobb, Wages, 
1928, pages 85—97. 

Maurice Vofbb refers to inventions in relation to wages. He attaches 
great importance to the influence of batgaining-power on w*ages, holds 
that as regards Bnglthid» there i# ”a maximum possibility, with 
conditions remaining As they are, of wages being influenced in an 
upward direction by Isiigais^g to the extent of atmt 20 per cent.” 
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TauMig’t theory of wagfe. 

Fiof. Taussig says *The simplest and clearest mode of stating the 
tbeoxy of general wages is, in my judgment, to say that wages qre deter- 
mi ned by the discounted marginal product of labour/* 

"****'"Sbw the expression marginal product is obvious enough. But what 
is discount? Discount implies an advance. Production under modem 
round-about methods takes time, and the labourers are maintained 
during this period by advances from capitalists. 

The capitahst-eniployer advances to the labourers as wages less 
than what the* labourers eventually produce, the capitalist-employer dis 
counts the product of labour, and thus makes his gfun. 

The practical man readily sees that the labourer cannot be paid as 
much as the product will seller; otherwise nothing will be left for the 
emplo>er and the capitalist. And at what rate will the future product 
of labour be discounted f Taussig says that normally the rate of 
discount is the current rate of interest and the mrrent rate of profit for 
^t particular kind of busin ess ; and the product of labour being thus^ 
discounted WtVT'gi^d'Jhe PStd "of wages. , 

OUdan vi TaoMig’f the^. 

Prof. Taussig himself anticipates and attempts to answer the t\vo 
following objections to his theory : 

(1) The doctrine that wages depend upod the discounted marginal 
product of labour is a dtm and abstract one remote from the problems 
of real life. 

(2) If we argue that the rate of interest depends upon the excess 
of what the labourers produce in the future over what is advanced to 
them in the present, the rate of interest would then result from the 
process of advances to labourers, it could not also regulate or determine 
the amount of these advances. The theory thus involves the tfiH of 
arguing in a circle, 

(3) A third objection is this. Tanssig like Walker mokes the 

labourer a residual claimant. The labourer gets what is left tif the 
product of labour after deducting interest and profits at the oufrent 
rates. The shares of the Capitalists and emplo^rers are determined by 
certain fixed laws and whatever remains qf the product of industry goes 
to labour as the residual claimant. ef Walker>^ residual 

claimant theory applies to the Aieory iift TOfa l i g. 

Different rates of wages in differ ent occq|m ti n H i* 

i Other things being equal, wages in dijjfexent occnpaiions 
\afe ipraportiondl to the efficiency and etejetUien requited in each 
; of them. In each occupation, the 
upon the relation betwe^ the 
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the supply of such labourers Und upon the relative bargtitifllg 
strength of the labouring class and the emplo3)ing class. 

There are special considerations to be borne in mind 10 
any attempt to explain the differences of wages in different 
employments. • 

Some causes of differences of wages in different employ- 
ments are the following: 

* (i) Agreeableness or disagreeableness of the c^ploymeUt. 

Other things being equal, an agreeable occupation would com- 
mand a lower rate* of wages than one not agreeable. 

(a) The ease or difficulty of leamihg it and also the expense 
of training. Other things being equal, an occupation requiring 
expensive training tends to have a high rate of wages. 

(3) The reguloHty or irregularity of employment. Irregu- 
larity of emplo3rment has to be compensated by high wages 
when employment is ^available. 

(4) Certainty or uncertainty of success, 

(5) Supplementary earnings and any incidental advantages 
like gifts of food and drink or rent-free houses, etc. (6) social 
advantages or disadvantages (7) whether the employment is a 
healthy one or not, whether it is dangerous or not. In 
dangerous employments, wages are generally high. 

In other words the" attraction of an occupation lies not tnl 
its money wages but in its net advantages ; and low money} 
wages may be compensated by other advantages. 

Mo bilit y is an important factor. Other things being equal, 
efficien^^licum^ fmid to be equafm different occupations when 
there is perf^ mobility. Want of mobility produces differences 
in wages fqjr the same kind of work in different occupations. 
The wagee in certain 4)ccupatioxis {e.g,, wages of the doctor or 
of the are high because of this absence of mobility. 

The' masses of the people are prevented by eoonmnic and 
social eon^^tlona tMa entering these occupations in any con- 
sidtrable and so the namngs remain high. Wages 

also are 1g^ Wmi the numbers in an occupation are artificially 
restricted fgr combination among workers. 

Pruda&t joan wfaei^ choosing occupations for themselves 9t 
for thdr cMWWWS idloCtU lock not only at money wages, 
also at OtMi 4|dvant^9es and dSasidvaiitages of different obtrtt^ 

^ II— aa r 
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tions — ^they jdiould attach a proper degree of uaportaace to the 
expenses of training for the occupations, regufarity of employ* 
ment in it^ chances of success, whether the work is agreeable, 
healthy, safe, supplementary earnings and also social 
advantages. When occupations, otherwise suitable and profit- 
able, are rejected only on grounds of sentiment and social 
prejudice by a man choosing an occupation for his son, the 
son is inju;;ed economically and the nation also suffers. If the 
occupation of a lawyer is chosen for their wards by many 
fathers on grounds of social prestige, the profession is over- 
stocked, the earnings are low on an average for the members ; 
and there is a great loss to the nation through the wasting of 
many young men with their abilities and energies frittered 
away which might have been much better used for themselves 
and their country in industry and trade. 

An ev3 paradox. ® 

It had been seen that generally speaking the more dis- 
agreeable the occupation, the higher the rate of wages. We 
have however the evil paradox that the dirtiness af some occupor 
tions is a cause of the lowness of the wages paid in them and 
the reason is this : The employer finds that to have his work 
performed by skilled men with proper appliances he will have 
to pay a high rate of wages on account of the unpleasant nature 
of the work. So he has the work done by low-grade labourers, 
who are not worth much to any employer and who earn very 
low wages. And the numbers of such labourers are generally 
large and their mobility is small and thus their wages are kept 
from rising. ^ 

* Low wages of women. 

'Though both (i.e. Adam and Eve) 
Not equal, as their sex not equal seemed ; 

For contemplation he and valour formed. 

For softness she and sweet attractive Grace/* 

^ — ^Milton, Paradise Lost, Bk. IV. 

• Miirs treatment of this subject, tboagh did, still retains much Of 
its interest, Book II.). 
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Woman is inferior to man— this is the nnequivocal opUiloa 
of Milton and Us generation. The present generatum believ* 
ing in the equalily of man and woman in many jq>here8 is 
naturally interested in the economic questitm as to why wmnen, 
in different occupati<Mis, generally earn lower wages than men. 

The wages of women are generally lower and <fften very 
much lower than the wages of men. Women’s wages are in 
many cases insufficient to maintain a woman even if ghe is alone 
and they are good miough only as an auxiliary wage to supple- 
ment the family income. It has been calculated that in 1913, 
the average wages for an adult workman in Bngland amounted 
to £1 55. gd. per week, and the average wages for an adult 
worldng woman amounted to less than half this sum. 

The low wages of women constitute one of the grave social 
problems of the day. 

The causes of loq; wages of women. 

(i) One reason generally advanced is that women are 
in most cases 1 ^ productive than men. fBut this is not, 
however, always^fhe case.~ 

(a) It is saidthat a* woman has a lower level of subsistence 
and fewer needs than a man. Moreover 'a man has to earn 
enough wages to maintain himself and his family whereas the 
wages of a woman go generally to maintain only that woman. 
Th«'e things depress wcnnen’s wages. 

But many women workers have to support not oitly them- 
selves but also dependents— in England these women workers 
with dependents to suppmt form about two-thirds of the whole. 
So the low wages of women cannot be explained adequately in 
this way. There are other causes. . 

(3) Women generally occupy non-competing groups 
relative to men. They are prevented by custom, lack of train- 
ing, trade unions from entering many ^lled occupations in 
which men earn high wages ; and in the occupations which ure 
resorted to by women, excessive rampetitioa among theihselves 
brings down the rate of wages. 


t Mrs. Fawcett quotes satisfactory evidence which goes to diow 
that at least in many war Industries, the allegation about the inferior 
productivity ot women is without foundation. {Aiavas Problems), f 
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The low wages of women, even when they are doing the 
same kind of work as men, or work requiring the same exertion 
— ^low wages of women under these conditions are due (a) partly 
to the lower subsistence level of women, and the fact that some 
women have no dependents to .support and (b) largely to the 
lack of organization among women workers. Women are badly 
organized and so are forced to accept lower wages than men. 

The cbnditiona favouring a general high level of wages 
for all classes of workers in any country (. Q. 1J>J933) • 

A general high level of wages for all classes of workers in 
any country is possible only as a result of the high productivity 
of labour in the country. 

This high productivity of labour may be brought about 
by (i) abundant natural resources in the form of very fertile 
land, very productive mines, forest areas^ etc., to which labour 
is applied. 

(2) Ample supplies of capital and banking facilities, high 
grade employers, and inventors of machinery and processes, 
making labour more productive and raising wages. • 

(3) High level of intelligence and education among the 
labourers, high standard of workmanship which may be brought 
about by individual as well as collective trade union action on 
the part of the labourers, free political and social institutions 
encouraging labourers to do their best and giving free scope 
to them to rise to high positions of trust, responsibility and 
leadership in the business world — all these &ings help to make 
labourers more productive and to secure labourers of classes 
a general high level of wages. 


THE WAGE SYSTEM, 

Advantages and Disadvantages, 

Advamtagbs. 

The advocates of the present wage-system maintain that it has the 
following advantages : 

« (z) The entreprenenr has full contxol over the business and this 
makes for efficient production. 
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(2) It secures^ for the labourer a definite and fixed income 
whether the business turns out a success or a failure. 

The French liberal school looks on the wage system as a permanent 
one and the only improvement it suggests is to make the labour contract, 
more free and deliberate, and organized^on the part of both the 
labourers and the employers. 

Disadvantages. 


. (A) SociaHsUc criticism. 

The socialist sch<Ml sees in the wage system simply a historical 
category, the third stage in an evolution of which the fimt two stages 
were slavery and serfdom. 

The socialists criticise the wages system and point out the following 
defects : 

(a) The dependence of the labourer upon the employer. 

(b) The deduction of interest and profits from the product of 
labour and at the expense of the labourer. 

The socialists recommend the abolition of the wages system along 
with the system of privafb property. 

(B) Criticism by co^peratars. 

The cooperative school also regards the wage system as a temperory 
one to be replaced by a better system in future. They point out the 
following real defects characterising the wage system ; 

(z) The conflict of interests between the employer and the 
employed, one trying to give the minimum wage for the maximum 
labour and the other trying to give the minimum labour in exchange 
for the wage received. 

(2) The labourer getting a fixed rate of wages has no incentive 
to do his best and so the efficiency of production seriously suffers. 

The remedy suggested by the co-operators is co-operative produc- 
tion. 


SUMMARY, 

ww. . 

1. The term 'wages* is used in a wide sense to mean the price 
paid for the services of labour. 

2. The 'real wages' of laour (i,e,, the necessaries and conveniences 
of life that are given for labour) are to be distinguished from the 
nominal wages of labour (i.e,, the quantity of money paid). In cal- 
culating real wages, allowance has to be made for variations in the 
purchasing power of mon^y, trade expenses, certainty of success, 
regularity of employment, supplementary earnings, varieties in the form 
of payment, duration of labour power and other things. 
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3. Theories of wages, 

(x) The theory of the iroit law of wageS’-weLgee are determined by 
the minimum uecesaary to maintain a labourer and his family. 
Objections (i) This theory cannot explain the inequality of wages in 
different occupations in thC^aame country, also in different countries or 
at different times, (ii) it neglects the demand side of labour. 

.(3) The residual claimant theory. The labourer is the residual 
claimant in distribution and his wages equal the product of industry 
minus rent,<> interest and profits determined according to the laws of 
rent, interest and profits. Objections, (i) The theory is inconsistent 
with the well-known fact that combinations of labour can raise wages, 
(ii) it neglects the supply side of labour, (Hi) and by Walker’s own 
admissions it applies only under certain conditions, and these condi- 
tions are rarely if ever realised. 

(3) The Wages-Fund theory. Wages are paid out of capital. The 
average rate of wages is determined by dividing the fixed Wages-Fund 
(circulating capital) by the number of labourers. 

Objections : (i) Wages are advanced out of capital, but they are 

ultimately paid out of the product of indno^ry; and the product of 
industry can be increased by increasing the productivity of labour and 
in other ways, (ii) Thm is no rigidly fixed national wages-fnnd, and 
no rigidly fixed individual wages-funds. (Hi) An increase in the number 
of labourers increases the product to be diyided. 

(4) Demand and supply theory of wages. Wages are determined 
by the demand for and the supply fo labour. The equilibrium rate of 
wages is the rate which equates the demand and the supply. 

(5) Taussig's theory. Wages are determined by the discounted 
marginal product of labour. 

4. Differences of wages in different employments are due to 
differences in the efficiency and exertions required in them. Other 
causes of these differences in wages are (x) agreeableness or disagree* 
ableness of the employment (3) ease or difficulty of learning it, also 
expense of training (3) regularity or irregularity of employment (4) 
certainty or uncertainty of success (5) supplementary earnings, and other 
incidental advantages. 

Marshall has pointed out that the dirtiness of some occupations is a 
cause of the low wages j^id in them. 

The wages of women ate generally much lower than the wages of 
men. This is due (a) partly to the low productivity of women, (b) partly 
to their lower subsistence level (c) and also to excessive competition 
among women in certain occupations. 


Quettions. 

X. What different meanings are given by economists to the word 
'wages’ ? Are the earnings of the entrepreneur for his labour of superin- 
tendence 'wages’? 
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3. Distiiigiush between 'teal wages* and 'nominal wages.* Hbw 
ore we to calculate the 'real wages* of laboor in an occupation ? (C. U, 
1930). 

Write explanatory notes on time wages, piece wages and efficiency 
earnings. * 

Point out the intimate relation which'subsists between wages and 
efficiency. Is it true to say that poverty causes degradation? (C. U. 

1923)- 

3. In estimating the relative prosperity of labourers in different 
countries, is it sufficient to compare money wages? (C. tJ. 1914). 

4. Enumerate some peculiarities in the action of the forces of 
demand and supply with regard to labour. (1910 H). 

Discuss any two of the following theories of wages : (a) Subsistence 

theory (b) Wages-Pund theory (c) Residual claimant theory. (C. U. 
1909, 1911, 1930). 

5. Explain and briefly examine Lassalle’s Iron Law of Wagesv 

6. Give a short account of the demand and supply theory of wages. 

8. "Wages have been described as the discounted product of 
industry.** Bring out the meaning of the phrase and consider whether 
it is a correct explanation. (C. U. 1915, Hons. 1938). 

9. Give briefly the causes of difference! of wages in different 
employments. (1915 H. 1916, 1930). 

zo. How would you account for the low wages paid to women? 
(C. U. 19x5). Why ate the wages of women low compared with the 
wages of men for the same kinds of work or for work requiring the 
same exertions? (C. U. 19x8). 


CHAPTER IV. 

LABOUR PROBLEMS. 


T mde Unioiii. 

^ Trade Uaicm has been define<f as "a continuous aaaoda- 
tion^ wage-earners for the purpose of n»intaining or improve- 
ing the conditions of their employment.^ (Sidney and Beatrice 
Webb in Histcny of Trade Unionism.) 

We may notice tw of labour organizations : 

(i) The Trade Vnion representing a combination of wage- 
earners in a single trade or two ot three closdy related tradbal 
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An association of locomotive engineers all engaged in the same 
tradn is a strict trade union. * * * 

(2) The Industrial Union composed of all kinds of wage- 
earners in a given industry. A given industry generally includes 
many trades ; all railWy workers including locomotive 
engineers, guards, station staff may form one industrial union 
for the whole railway industry. 

The disadvantages of labour in bargaining and how they 
are reduced by Trade Unions. 

The labourer bargaining individually with his employer 
suffers from the following disadvantages: 

(i) His labour is a perishable commodity. (2) He has 
little or no reserve funds and so he cannot wait and therefore 
he will have to accept the terms dictated by the employer. 
The employer has reserve funds and can wait. (3) The 
labourer is comparatively immobile and he cannot quickly find 
the best market for his labour. 

The disadvantages of the individual labourer in bargaining 
are overcome by collective bargaining through trade unions. 
Concerted action on the part of workmen through trade unions 
lessens to a very considerable extent these disabilities of the 
workmen. These unions accumulate funds, which enable 
workmen to hold out and wait in the process of bargaining. 
They also reduce the immobility of labour, they have informa- 
tion bureaus and competent officers who give the required 
information to the labourers and enable them to find the best 
market for^their labour and the employer has to deal not with 
one workman alone bu| all — and so he comes to feel that the 
workmen are as needful to him as he to them. 

T W «y p«»C!tt of Uni a n .•cthri^. 

These are (i) the fraternal a^ect, (2) the fighting aspect. 

(1) Fimtomal fiincti<nis» 

As a fraternal <»'ganization, the trade union seeks to 
accompli^ some of the ends and objects of the <fid gilds. It 
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insures the member against accident or death, it maintains him 
when he is ill'w when he is out of employment and also con- 
fers other benefits. The older unions in England give a large 
number of benefits. Thqr provide sick, accident, superannuoF- 
Hon and funeral benefits and they«also give osU-of-work pay 
to any member who needs it through no fault of his own. 
They hold also meetings and lectures and exert themselves 
seriously to diffuse education and culture among the members. 

(2) F^tinf functioiiSa 

Highly important are the militant functions of the Trade 
Union, through which it seeks to promote its industrial power 
and to increase the earnings of its members. Its activities in 
this direction can be reduced to two categories : (a) the attempt 
to standardise conditions of employment and (b) the endeavour 
to restrict work. The Trade Union tries to secure a standard 
rate of pay and a normal working day. The attempt to 
decrease the hours of work is really an attempt to increase 
the standard rate of pay. 

Trade Unions and Wages. 

Have trade unions any influence upon the rate of wages in 
a particular trade, and have they any influence on general 
wages? This is a question which has led to great difference 
of opinion and controversy in the history of economic thought. 

Half a century ago, the general opinion among economists 
was that trade unions could have no effect on wages while the 
trade unionists maintained that a rise in wages was due to the 
activity of trade unions. 

The economists of the present generation hold a view on 
this subject, considerably different from that of the early 
economists. 

(1) General Wages. 

(a) Trade unions claim that they prevent economic friction 
from working agajinst the labourer. If in any trade, wages 
tend to settle below the marginal worth of labour for the time^ 
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being, the trade unions can at least raise w^ges up to the 
marginal productivity of labour, wthout causing any displace* 
ment of labour. 

They reduce the disadvantages of labour in bargaining and 
thus help towards securiifg fair wages (i.e., the current or 
market rate determined under the conditions of fair competi- 
tion). 

(b) Again some trade unions increase the efficiency of 
labour. Strong trade unions have comparatively high standards 
of diligence, regularity and good workmanship and thus increase 
the efficiency of labour ; hy increasing ^jifi^marginal produce 
tivity of labour in this v^ay, thy h§lP to raise wageL 

Any other ways in which trade unions will increase the 
marginal productivity of labour will tend to raise wages. 

ft 

The scope as well as the limitations * of Trade Union 
^action for raising wages (C. U. 1933). 

Broadly economists hold that the ^cope of trade union 
action as regards raising general wages (wages of all or most 
classes of workers in the different industries of a country) is 
to be found in the trade unions helping to increase the produc- 
tivity of labour and thus to increase the. national divident, thus 
making possible a rise in general wages. The limitations of 
trade union action as regards raising general wages are to be 
found in their inability to raise wages when they are* unable 
to raise productivity of labour and the national dividend. 

/ Conditioda under udiich Trade Unions may permanently 
raise general wages. 

Prof. Marshall gives the* following conditions under which 
Trade Unions will be able to raise wages permanently. 

The power of trade unions to raise general wages by direct 
means is never great. The trade union by co-operating with 
general economic forces, which make for an increase of wages 
may raise wages permanently and under the following 
conditions : 
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(1) Tta 4 e uiu<»is must aim at -wyijjiiy a&d 

certain (this is already done to some 'Stanl^Doam of con* 
dliation in certain trades). 

(2) The union must aim at rairing >ffft 

among the workers by fostering habits of solniety and honesty, 
ind^ndence and self-respect. 

(3) Th^ must hrip ..afc. m any, -fljjin , of the risinfj ; 

‘generation to acquire industrial a nd to join the higher 

paid ranks of labour. 

(4) They must tQ^^JgudGH^SC great stores of business 
pow er qp^ i invent ive resources that lie latent among ^ the 
laBomny)' <;^aaaes. This would increase the national dividend 
and would make possible higher wages. 

(5) They must also specially be careful to avoid action, 

by wUdi one cla^s of workers inflicts direct injury on others. 
(Workers of one class often injure other classes of workers 
ty curtailing the supply of their raw material or by throwing 
them out of work through a strike in which th^ are not 
interested). * 

^ Wages in a partwolar trade 

A trade union can raise wages in a particular trade by 
restricting the supply of workmen in that trade. Limit the 
supply of workmen in a given trade and the chance is increased 
for getting higher wages in it. If the union' is strong enough 
to stop the influx of labour into the trade, then it will be able 
to raise wages, other conditions being favourable. 

The cmiditions under which a trade tmi<fti can increase 
wages greatly by artificially restricting the supply of labour 
in a trade are given by Prof. Marshall. 

If the workers in any trade by combining in a strong trade 
union are able to limit artificially the supply of their labour, 
they can secure a considerable increase of wages, which will 
be the greater the more fully the following conditions are 
satisfied : 

(z) That there is no ea^ alternative method of obtaining 
the commodity which their trade heljw to produce. 
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(2) That the commodity is such that its price.will be raised 
considerably by a stinting of supply (or in other words, the 
demand for it is not very elastic). 

(3) That their wages form a small proportion of the total 
expenses of production of the commodity (and so a great rise 
in wages will not greatly increase the price of the commodity 
and diminish the demand for it). 

(4) And that the other classes of workers and employers < 
are squeezable and are not in a position to increase their shate 
of remuneration by limiting artificially the supply of their 
labour and capital. 

Advanta^s of Trade Unions. 

We may now summarise the advantages of Trade Unions, 

(i) Trade Unions help to keep up wages to the marginal worth 
of labour ; and trade unions help to increase the marginal worth 
of labour by raising the standards of efficiency and workman- 
ship, and thus bring about a rise in wages. 

(2) By their collective bargaining, the trade unions are 
also able to better the general conditions of labour, to obtain 
a shorter working day, better sanitary conditions, better 
treatment, etc. 

And the march of reform is made easier for employers 
when at each step all competitors are kept in line by the activity 
of the trade unions. 

(3) We must also include the benefits resulting from the 
fraternal activities of the trade unions. 

Sick, accident, and super-annuation benefits and the ouUof 
work pay, paid by these unions must be noted ; and the promo- 
tion of social intercourse, education and culture and the raising 
of the standard of life brought about by trade union activity 
are very important gains. 

History of Trade Unionism. 

England has taken the lead as regards the trade union movement. 
The principal object of the original trade unions at the beginning of 
the z8th centniy was to secure the better enforcement of various, pro- 
tective laws 8n<^ as the statute of apprentices. 
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Trade unions at first were not recognia^d^ by the law. In i8a4 tbe 
repeal of the cembination laws made the membership of a trade union 
cease to be a criminal offence and an Act of 1871 gave trade unions 
their present status. 

The position of Trade Unions has been further strengthened by 
subsequent legislation. ^ 

New and Old Unionism in England. 

We must distinguish between the old unionist movement and the 
•new unionism. The old unions discharge two main functions — ^protec- 
tive and benevolent. Those that exist primarily for protection against 
employers resort to strikes when necessary; and those who make the 
provision of benefits their main concern are more unwilling to resort 
to strikes, because strikes will reduce their funds for giving benefits. 

Many trade unions started in recent years have somewhat different 
aims and objects from the older trade unions. A new type of unions 
has sprung up specially in the unskilled trades. The new unionism is 
more aggressive, more willing to resort to strikes, it generally regards 
provident funds as qp encumbrance leading to an unenterprising and 
over-cautious policy. And these New Unions favour a larger participa- 
tion in politics with the object of influencing legislation in favour of 
the working classes. 

English trade unions played a very patriotic part during the War 
and for the period of the War suspended many of their rules and 
restrictions. 

The latest development in English trade unions is a strong move- 
ment towards the policy of ‘direct action' (i.s., direct industrial action 
by general and widespread strikes etc.) for winning their economic and 
political objects — ^this being "due to the loss of faith in political and 
parliamentary action for achieving their ends. 

The two chief methods of labour organizations are 

(1) The Strike. 

(2) The Boycott. 

These are the methods by which the labour organizations 
seek to realise their objects. 

The Strike. 

What is the strike? strike is a cessation of work 
resulting from an agreement on the part of a body of workmen, 
the object being to compel employers to accept the demands 
of the workmen.^/f a industrial, war, ym 

betweenjthe fhe employer ; and the object^ is to 
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obtaji^ &om Ike emplOT^ by force what cannot be < 4 )tained 
o?IfefWise, 

The right to strike has been only grudgingly conceded ; 
and the legality of the strike is now recognised in all modem 
states. 

(A) Evib of strikes. 

The strikp is a destructive agency and as such it is bound 
to produce various evils : 

(1) The labourers themselves lose their wages on account 
of the stoppage of the work. 

(2) The employers and the capitalists are also injured by 
the cessation of production brought about by the strike. Their 
capital and organization remain idle. 

(3) Frequent strikes may cause ^uch disturbance to 
industry and such trouble to the employer that capital may 
migrate to other countries to find employment there. 

(4) The disorganisation caused by frequent strikes may 
enable foreign competitors to gain a footing in the country. 

(s) In most cases, the consuming public is very seriously 
inconvenienced by the action of the strikers. 

This is specially the case with strikes in important public 
industries like railways, street lighting, water supply in towns, 
post office etc. 

The strike, though an evil and a serious evil in certain 
respects, is often a necessary evil. It is not always due to the 
fault of the workmen, it is often due in a large measurue to the 
faults and failings of the masters themselves. 

(B) Advantages claimed by the workmen. 

The leaders of the working classes claim the following 
advantages as resulting from strikes: 

(1) Strikes increase the strength of the trade unions and 
encourage the members to make sacrifices for the common good. 

(2) Through strikes the workmen acquire confidrace in 
^themselves and trust in one another: the masters are taught 
.'respect for their men and a reasonable fear of them. And in 



LABOUR PROBLEMS 


$67 


tbis way strikes help the wM'kmea to raise their wages to the 
marginal Productivity of labour and to get better conditions »/ 
employment and better treatment from the masters. 

Strikes and Wages. 

When the wages fall below the marginal wmth of labour 
because of economic friction, organization among employers, 
rastom etc., strikes help to raise wages to the jnarginal pro- 
ductivity of labour. 

One successful strike may send wages up in many 
industries. 

Besides the ever present fear of strikes in the minds of the 
employers acts powerfully in the direction of keeping up wages. 

Even an 'unsuccessful* strike is not wholly unsuccessful, 
it may make employers more moderate, conciliatory and con- 
siderate as they recall the anxieties, the struggles and the 
sacrifices of the conflict. 

0 

Conclusioiie 

Under the present circumstances the strike is the ultimate 
weapon of the labourers against the employers, and so long as 
more peaceful methods prove to be inadequate, strikes are un- 
avoidable. All modern states recognise this and so have 
legalised strikes— strikes are no longer illegal. 

In certain circumstances however the strike is so dangerous 
for public security that its prohibition has been advocated in^ 
these particular cases: 

(1) First of all there is the case of functionaries and 
employees of the state. 

(2) Then there is the case of certain enterprises (the 
water supply, the lighting of the .streets, the railway service) 
the interruption of which may ^ exceedingly harmful to public 
security and welfare. 

Trade Unions end StrOces. 

The question has been asked as to whether there is any 
necessary connection between Trade Unions and Strikes^ 
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Walker points out some of the greatest strikes specially in the 
early history of the labour movement have occurred without the 
agency of organized Trade Unions, and there have been Trade 
Unions which have seldom or never resorted to strikes. A 
recent development consists of unauthorised strikes in 
England and elsewhere, strikes not authorized by the regular 
trade union organizations. 

So it is a mistake to regard the strike as the sole and 
essential function of the trade union. In the words of a dis- 
tinguished writer, a wellorganized unions wins the day 
without strikes, as a good general gains victories without 
battles. 

If the Union is a strong one and if its demands are reason- 
able it will have its demands accepted by the employers, who 
will respect and fear the Union, and so the Union will not be 
generally under the necessity of declaring a strike. 

In many cases the Trade Unions have, however, to resort to 
strikes, due either the unreasonable demands of the work- 
men or unreasonable opposition on the part of the employers 
or mutual misunderstanding. 

Syndicalism. 

Syndicalism has a complete social programme of its own. It wants 
to organize the conflict of the classes* and to obtain directly {i,e„ with- 
out applying to existing governments) all the rights necessary for 
working classes by means of single strikes or if need be by the general 
strike. The working classes are to achieve their economic salvation by 
their own action as organized into unions, by what is called ^direct 
action' and not by looking to any help from the state or from social 
reform. 

Syndicalism is a mixture of Trade Unionism and Anarchism, From 
Trade Unionism, Syndicalism has taken the idea that working-class 
salvation is to be found not in politics (and parliamentary government 
as at present constituted) but in self-help and self-organisation through 

Trade Unions the syndicalist state is to be organised largely by 

occupations, the workmen engaged m the same trade managing the 
trade for themselves. From anarchism, Syndicalism has got a deep 
conviction in the ethical value of a revolt. The syndicalists hold that 
a general strike might bring on the revolution in fewer days than the 
decades which politics and political agitation require. 

This movement is strong in France, in Italy, in the United States 
where the Syndicalist movement is supported by an organisation known 
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as the Industrial Workers of the World. Recently it has also got some 
hold in Britain. * * 

Labour Legialatioii. 

Labour legislation by the state the same object as trade 
unions, it wants to standardise the conditions of employment, 
and to prevent the employers from oppressing labourers by 
taking advantage of the bargaining weakness of labour. 

m 

Labour legislation on behalf of the labourer has assumed 
three principal forms dealing respectively with — 

(1) the conditions of work 

(2) the conditions of pay 

(3) the effects of employment. 

Factory Acts. 

These Acts in all modem countries (including England, 
France, U. S. A., Japan and even India) deal with the abuses 
in the conditions of employment of labour and try to remove 
them. • 

(a) The earliest form of factory legislation was the prohibu 
tion of child labour. Children below a certain age are not to 
be allowed to work. (6) The second form of factory legislation 
is the regulation of the hours of labour. The regulation of 
hours of labour was enforced first as regards children, then was 
gradually extended to minors, and to women and finally to adult 
males, (c) The third form of factory legislation is protection 
of life, Umh and health. Factory Acts require the fencing in 
of dangerous machinery, the establishment of proper sanitary 
conditions in factories and strict regulation of the so-called 
dangerous trades. 

All modern states have factorjr acts. England is the 
original home of factory legislation and its example has been 
followed by all civilised countries. 

ArgnumiU aguinst factory legislation. 

The ecanomists of an earlier generation opposed factory 
acts and this oppoAtkm brought them into disrepute with 

II — 24 
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statesmen and men of affairs and also with the working classes. 
The usual arguments advanced by opponents of factory legisla- 
tion are given below. 

It will be found that these arguments are unsound and do 
not possess weight. 


(i) It has been said that state interference with industries 
through Factory Acts reduces out- 
put and thus injuries society. The 
reduction in output also diminishes the 
profits of business 'men, discourages 
capital and enterprise, brings about a 
fall in wages. 

In answer to argument (i), it may be urged — 

(a) On the whole, Factory Acts have helped to increase 
output rather than to diminish it and this is due to the increased 
efficiency of the labouring class, greater intensity of work and 
better organization. 

(b) And even if there was some loss of output it should 
be borne in the larger interest of the working classes and 
society as a whole. The increase of output is not and should 
not be the only end to be kept in sight. 


Factory Actls dimmish 
output and thus injure 
business and wage- 
earners. 


(2) Some have maintained that labourers are quite able to 
protect their own interests and the in- 
terests of their family and children 
without any state help in the shape of 
Factory Acts. (This is contradicted by 
the plainest facts of experience. In all 
countries labourers have been found unable to protect them- 
selves without the help afforded by Factory Acts). 


Factory Acts unneces- 
sary as the labourer is 
able to protect himself. 


Arguments in favour of factory legislation. 

(i) Economic considerations, 

{a) A smaller number of hours of work and better condi- 
tions of work increase output by lead- 
Factory Acte help to jjjg greater intensity of work, higher 
efficiency of the worker and better 
organization. This is found to be the case by actual experience 
in different modem states. 
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(fr) To permit child labottr below a xxrtBin age is to stunt 
* the growth of the child, body and 
md s^eguard in- mind. This and improper conditions 

race. work for women will bring about the 

progressive deterioration of the work- 
ing population which will seriously injure the industrial future 
of the country, and so these things must be prevented by 
suitable legislative measures. 

(2) Political and social considerations. 

In the absence "of suitable factory legislation, the factory 

They are also neces- PoP«lation will be overworked, ignorant, 
sarv' in view of im- discontented and so a source of political 
portant politic^ and danger within the state. This may 
soaal considerations. revolutions. 


(3) Humanitarian considerations. 

Men and womem are kinder now than they used to be in 
the past. 

The moral ideals of the present age demand that the suffer- 
ings of fellow men, women and children 
Moral considemtions in factories should be removed. The 

thr“protedSS' ^ underlying and bringing 

working classes. about the mass of labour legislation all 

over the civilised world is the religion 
of humanity which wants to make life happier for all. 

The progressive deterioration of the working population in 
body and*mind under unhealthy conditions hurts the pride of 
race and nationality and weakens the military strength of the 
State against foreign enemies. These arguments have also 
helped powerfully the sentiment in favour of factory* legislation. 


t Agencies for mdustriel peace. 

• 

The militant movements among labourers in Hure^ and 
America, the increasing hostility of 
n us n war. employers and employed, and the losses 
and disturbances to the employers and the employed and to 


• Pigoa— Principles and Methods of Industrial Peace; WedUk and 
Welfare. 
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society at large from strikes and lock-outs (which are methods 
of industrial war) have led economists and 'other people to 
consider seriously measures for reducing the causes of the strife 
between the employers and the employed. 


It is well to bear in mind always that peace^^promoting 
machinery is of small importance compared with a friendly 
spirit between the employers and the employed. Without this 
friendly spirit, everything is useless — ‘‘The life is more than 
meat, and the body than raiment.’* 


The principal measures advocated as remedies for this in- 
dustrial strife and as agencies for indus- 
And Its remedies. peace are profit-sharing, welfare 

arrangements, sliding scales, and arbitration (compulsory and 
voluntary). 


The objects of these agencies of ii\dustrial peace are (a) to 
reduce the danger of conflict between «the labouring classes 
on the one hand and the employing and the capitalist classes on 
the other and (b) to secure settlement of differences between 
these classes when such conflicts occui;'. 


(1) Collective Bargaining. 

The net influence of collective bargaining by trade unions 
is unquestionably in the direction of the maintenance of indus- 
trial peace. Where a powerful Trade Union exists and where 
the employers frankly recognise the Union, then ^strikes are 
not frequent. 

Profit-sharing and the system of the sliding scale and other 
methods of linking the employed to the employers do not aim 
at providing a remedy for industrial disputes but at anticipating 
and preventing such disputes. 


(2) Profit-sharing. 

Profit-sharing attempts not to provide a remedy for indus- 
trial disputes but to prevent these disputes in advance by giving 
to the employees a share of the profit from the business. At 
present the entire profit goes to the business man ; but if he 
gives a share of his profit to the workmen in addition to their 
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wages, then it can be expected that conflicts between labourers 
and employers would become less frequent ; and as a r^ult 
of this, production would become also more eflident. 

At one time, a great deal was expected from profit>Aaring. 
People thought it would solve the labour problem and would 
bring about general industrial peace but profit-sharing has not 
proved so very successful as was expected. 

• 

Advantages. . 

a 

The advantages claimed in favour of profit-sharing schemes 
from the standpoint of production are the following: 

1. The labourers getting a share of the increased profit 

resulting from any extra care and interest exercised by them, 
they are induced to be generally more careful and industrious 
in their work. • 

The result is that there is less waste of materials by the 
workmen : machinery and other apparatus of production are 
better cared for, labour (disputes are fewer because the labourers 
share to some extent the profits of the business — and iiT all 
these different ways the efficiency of production is increased. 
The increase in efficiency leads to increase in profits, part of 
which goes to the employers and part to the labourers who 
have contributed to the increased profits* by their extra care 
and interest. 

2. An increase in efficiency results also in another way. 
The fact that extra profits are shared in by labourers attracts 
labourers of superior capacity and industry to the profit-sharing 
concerns, and efficiency in the profit-sharing concerns thus 
becomes greater than in ordinary businesses. 

The difficulties of profit-diairing. 

The reasons why profit-sharing has not proved more 
successful than it is, are the following: 

(i) It is disliked by labour leaders because employers 
often use it to Weaken the Trade Union movement and to 
make the labourers dependent upon the employers and not 
upon their own organized activity in Trade Unions. 
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(2) Ptofit-riumng sometimes leads men to work be3r<Mid 
their strength and thus ultimately reduces wages. 

I 

(3) The amount of profit going to the labourer is not in 
many cases large, and^so the latourers do not take much 
interest in profit-faring schemes. And the labourers also 
su^ect the good faith of the employers and whether the profit- 
sharing is jbeing honestly done. 

(4) A fundamental objection is this: The profit that* is 
given to the employees is created by increased .care, zeal and 
speed on the part of these workers. So it should go to the 
employees as a matter of right, immediately and not at some 
future time as a favour from the employer, it should be given 
to them on pay-day by piece rate or gain-sharing methods, and 
not at the end of the year as under profit-sharing schemes. If 
paid immediately, the premium of the^ employee cannot be 
lost by unwise management or dishonest on the part of the 
employer, and it cannot be lost by the employee’s death, dis^ 
charge or change of emplo3rment. The employers also are not 
satisfied. They often find that the ^wer of dismissal is a 
more coarse and cruel but a more effective stimulant to efficiency 
than a bonus to workmen from eventual profits.. 

tTaussig’s conclusion about profit-sharing is this: "^The 
prospects that profiUeharing wUl be universally adopted are niL 
Even the prospect for widespread is slight.” 

I 

(3) Gain-sliaring* 

The object that profit-sharing seeks to achieve is better 
attained by the various other devices collectively known as 
gain-sharing. Piece work is one of the methods of gain- 
sharing ; and there are other methods. 

(4) The diding scale. 

Under this system as the price of the product rises above 
a certain point, wages also go up by the stages agreed on in 


*Tan8sig, Principles of Economics, 1936, Vol. 1 I« Chapter 59^ 
page 34a . 
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advance and as the price of the commodily falls wages fall till 
they reach the \nininitim rate of wages previously agreed on. 

So the employer as well as the workmen share the gain 
from an increase in prices and they also share the loss from 
a fall in prices. 

(5) Welfare arrangements. 

• Such are schools and libraries in connection v9ith business 
enterprises ; gardens, play«grounds, club-rooms, good dwellings 
at moderate rents for the workmen ; mutual aid societies and 
pension plans aided by the employer and other similar things 
for promoting the welfare of the working classes. As* Prof. 
Taussig points out these welfare arrangements are **good not 
as solutions of the fundamental problems but as mitigations of 
existing evils.** 

(6) Arbitmtioii! 

Arbitration is a remedy for industrial disputes, when such 
disputes have occurred.* 

Arbitration may be (a) public or (b) private. Again 
arbitration may be voluntary or compulsory. 

Some questions (e.g., the recognition of the Trade Union 
by the employers, the question of the cfosed shop) cannot be 
settled by arbitration but must be fought out between the 
employer^ and their labourers. Matters less fundamental 
(wages, hours, shop conditions etc.) also give rise to disputes 
between masters and men ; and these disputes can be settled 
by arbitration through private boards or through ptfblic boards. 

Permanent private boards of arbitration are based on trade 
agreements between employers* organizations and labourers* 
organizations and they are a result of collective bargaining. 
Public boards of arbitration as established in France, in England 
and also in the United States reduce considerably the number 
of industrial disputes. They are commonly boards of concilia^ 
Hon offering their services as mediators and conciliators and 
also boards of arbitration acting as tribunals to which the 
disputants can refer. 
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Con^ndtory Arbitration. 

The question of compulsory arbitration is a complicated 
one. Compulsory arbitration involves the prohibition of strikes 
and lock-outs and a compulsory reference to the decision of a 
majority of a wages beam or to the decision of a judge or an 
arbitrator, 

{A) Difficulties about compulsory arbitration. The diffi- 
culties as regards compulsory arbitration are the following : , 

(1) The difficulty about the enforcement of the decisions 
given by the arbitrators if these are resisted by the labouring 
class or by the employer class. 

(2) Under compulsory arbitration, wages (and practically 
also interest and profits) will compulsorily be determined by 
a public authority, and not by competition. 

Compulsory arbitration supplants com|)etition and does not 
confine itself to regulating the limits withjn which competition 
shall work. It is faced with the fundamental difficulty of 
determining what is fundamentally just in distribution. 

(3) And as fProf. Chapman points out, in a large indus- 
trial community wages under the system of compulsory 
arbitration may be for a long time thrown out of relation to 
the relative demands for different kinds of labour in different 
trades, and so the response of production to demand would be 
weakened. 

So compulsory arbitration cannot be applied to all the 
industries of the nation in many countries, at least under 
present conditions. 

(B) Compulsory arbitration wanted in certain special in^ 
dustries. ^ 

(i) Compulsory arbitration is however required as regards 
fundamental industries, like Railways, upon the regular and 
continued activity of which the whole community is dependent. 

(ii) It is also wanted in the sweated trades where the con- 
ditions are absolutely miserable, and the labourers are unable 
to improve their lot by their own efforts. 


* Chapman, Outlines of Economics, 1939, Chapter xsviii, page 351. 
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The problem of unemployment is a difficult one. 

Unemployment means here unemployment omong the 

wage-earning cliisf*e^ and in respect of wage^work It has 

been described as ^involuntary^ idleilesst of persons who have 
no work and of persons who are working short-time. 

Socialists like Marx and Rodbertus contend that a large 
reserve of unemployed workmen necessarily comes into being 
under the capitalist system ; and they attempt to prove that con- 
tinuous unemployment on a large scale is inevitable tinder 
present conditions. 

EvOb of unemployment. 

The principal evils are (i) loss of wages to the labourers, 
also fluctuations in their earnings, the sense of insecurity and 
uncertainty (ii) the^abit of regular work may be lost and self- 
respect and self-confidence destroyed, so that the man once 
unemployed, may be found to have become unemployable. 

• 

The causes of unemplojrment. 

I. Internal causes — defects in the unemployed^ workmen. 
These are physical, mental and moral deficiencies of the 
labourers causing their unemployment. 

II. .External causes. 

The external causes of unemplo5rment are (i) business 
cycle movements, (2) changes in the conditions and organisation 
of industry, (3) seasonal demand, (4) the system of casual 
labour. 

(i) Business cycle movementsm 

It is stated that periods of bad trade follow periods of good 
trade in cyclical movemnts after more or less regular intervals. 
When business is dull and stagnant, when the demand for 
commodities is slack, employment is not available for all 
labourers in the comiQunity. 


t "Pigoor-Vnemployment. 
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(2) Industrial changes which are neitha: cyclical nor 
seasonal. These changes may be (a) changes m the methods 
of production or (b) changes in demand and they a£Fect 
employment. 

(3) Seasonal demand, ^ 

This varies with different seasons of thfe year. Take the 
case of the coal miners — ^in U. S. A, or England, they are least 
in demand in^ the summer and at that time many of them will 
be unemployed. Again persons engaged in the building trade 
get full employment not in all seasons, but iff certain seasons. 

(4) The system of casual labour. 

The casual labour system means emplo3ring workmen tem- 
porarily for special jobs (instead of giving them regular and 
continuous work). 

The result is that many more labotg-ers are attracted into 
the occupation than can be regularly employed, and so there 
is unemployment. (In many countries casual labour is largely 
employed in loading and unloading freight from vessels and 
railways). 1 


Remedies. 

The following remedies have been suggested for reducing 
unemplo3mient : 

(1) The labour exchange as a remedy. 

There may be at the same time unemployed labourers, and 
a demand for just the kind of labour that is unemployed. This 
labour and the demand for labour can be brought together by 
labour exchanges. 

The labour exchange can be used to provide more regular 
work for the labourers and thus to reduce the evils of casual 
labour. * 

Labour exchanges are most efficient when they are organised 
into a national system, and when they act not merely as bureaus 
of information but as centres where the labourers can be actually- 
engaged. 

(ii) Remedy for unemployment caused by trade fluctuation 
— government action. 



LABOUR PROBLEMS ^ J79 

One remedy is to make the public dWand for labour ami- 
pensatory as far as possible. 

* A substantial portion of the demand of the public 
authorities for labour can be made perhaps to vary in inverse 
relation to the trade cycle, without serious economic or other 
disadvantages ; tH^ public demand for labour can be increased 
when there is unemployment and vice versa, 

. (tti) Other remedies. ^ 

(a) One is Jthe system of spreading the diminished demand 
for labour Aver all labourers in the trades concerned — so that 
all workmen should earn less wages per week than usual rather 
than some should earn nothing at all. 

This is only a palliative, and it will not abolish un- 
employment. 

Tho rdiof of ahe immiployod. Insiinuice. 

When unemployment has actually occurred, the distress 
caused by it may be reduced in the following ways: 

(1) The State (cfentral government, also municipalities and 
local bodies) may provide work for the unemployed to relieve 
distress — this is done in every country, and in Indil on a very 
large scale during times of famine. 

(2) Another most important thing is insurance. It has 
been proposed to organize insurance against unemployment 
specially through trade unions and under certain circumstances 
subsidised by the state. 

The World Economic Depression and Ufiemployment, 

The World Economic Survey 1932, published by the League 
of Nations, estimates that at the jnd of 1931, 20 to 25 millions 
were unemployed and as a result 60 to 70 million persons 
mainly in the highly developed and richer countries of the 

t So far as the public authorities* demand for labour fluctuates, it is 
desirable to libetate such demand from the influences of good and bad 
trade and seasonalit]^ and then deliberately to attempt to make it vary 
inversely with the demand in tiie open market. {Report of the Poor , 
Law Commission, 1905-^-1909). 
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world were ‘^deprived of the means of existence arising from 
their own activity or that of those on>whom they are depen** 
dent/' Soviet Russia is practically- the only country without a 
serious unemployment problem. 

Causes : • 

* Refer to pages in the last cbapter^of the book. 

Remedies : 

For unemployment on such a world-wide and unprece*' 
dented scale, remedies are hard to find. 

(1) A chief remedy for unemployment is to employ the 
unemployed. The hours of work for labourers may be reduced 
so that labourers will be working less hours than they are 
working now, but practically all employable labourers will be 
employed in every country. Children may be kept in school 
for more years than now and thus get be^er education ; and, 
at the same time, this will check to a certain extent the infiow 
of boys and girls of immature age into the ranks of labour. 

(2) Some check to invention of machinery displacing 
labour and swelling the ranks of the unepiployed may become 
necessary specially in capitalist countries. 

(3) Unemployed insurance and allowances in operation in 
different countries reduce the hardships of the unemployed, 
but do not remedy unemployment. 

Poverty and Poor Law* 

A great amount of poverty exists in every modem society. 

The causes of poverty are as complex as civilisation and the growth 
of wealth itself. ‘*The Malthusian seizes upon redundant population, 
the communist ppon private property, the socialist upon property in 
means of production, the >6ingle taxer upon property in land, the 

co-operator upon competition and so on. They all forget that 

widespread poverty has existed in the absence of each one of Ihes^ 
alleged causes." (Seligman). * 

In the countries of the modem world, the relief of poverty has 
taken the forms of private as well as public relief. 

The Right to Public Relief* 

There are three possible reasons why people do not work. 

ii) They may not have the physical capacity to work. This is the 
case with children, the aged and all who suffer from chronic disease or 
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permanent infirmity. (2) They may not have the means to work, they 
may not have the materials or implements required. (3) They may not 
have the desire to work. Now society has to make provision for the 
first class for reasons of social solidarity. Civilised society considers it 
a duty to save helpless children and the aged from starvation. (2) Society 
takes care of the second class for it'> is in a measure responsible 
for misfortune. economic progress causes unemployment and 

crises; and it is but just that society which benefits by this progress 
should make provision for those who sufier by unemplo3nnent and 
crises. (3) The third class consists of drunkards^ and criminal 
hlements. If uncared for, they would commit crimes and would have 
to be maintained .in jails at the expense of society. And the state 
would find it* more economical and prudent to take care of these from 
the first and thus to reduce crimes instead of simply punishing them. 

H^nomists argue on these grounds for the granting of public relief 
to persons who have not the physical capacity to work, those who have 
not the means to work and those who will not work. 

The daagera cf poor relief. 

The classical economists and prominent among them Malthus have 
emphatically pointed out the dangers of poor relief. They hold “the 
number of paupers tends to increase in &rect ratio to the help they 
may count upon.** An^ this danger is particularly to be feared when 
the aid is given by the state. The reasons they give are the following : 

(i) The right to relief tends to develop improvidence among the 
population receiving relief. (2) The right to relief causes a rapid 
increase of population among the pauper classes. (3) Relief tends to 
impoverish the productive classes of the society for the benefit of the 
pauper classes. 

But \hese arguments are useful and serviceable only so far as they 
make us recognise that poor relief should be carefully organized, other- 
wise it may produce serious evils. It lias been found by actual 
experience in England and in other countries that pooj* relief properly 
administered does not tend to develop improvidence, does not bring 
about a rapid increase in the pauper population and does not unduly 
burden the productive classes of ^e society. And so for reasons of 
social solidarity the right to relief must be granted. 

The Right to Public ReUef. 

All the different plans for improving the condition of the labouring 
classes (e.g. trade unions, profit sharing, gain sharing and welfare 
arrangements, labour laws etc.) will yet leave untouched certain cases of 
misfortune, improvidence and social wreckage. And it is the duty td 
the state to care for these cases by giving them relief from the public 
funds. Modem conceptions of social duty demand this from tka state* 
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In the granting of public relief, care should be taken that public 
charity does not run the risk of demoralising the eharacter of the 
recipient of the charity. 

(i) The state can relieve the pauper, the insane, the blind, the 
crippled without any dan/^er of degrading their character. 

(s) The same thing is true as regards the care of orphans and 
neglected children by the state. Good care takei^of them may make 
them better men and women and better citizens of the future. 

(3) Old age pensions under safe-guards can also be granted by 

the state withoj^t unduly undermining the thrift and the self-respect of 
the recipients. * 

(4) The great difficulty is in connection with the. able-bodied adults. 
The general principle in this connection should bt— relief should be 
made effective but not unduly attractive. If it is made unduly attractive 
then labourers will leave independent work and will depend more and 
more upon public charity and thus will be demoralised. 

The English poor law investigators of 1832-34 decided that relief 
effective but not unduly attractive can be given by enforcing the wdrk- 
house test, administering poor relief to the able-bodied in the work- 
houses, where they are made to work under comparatively unattractive 
conditions, and by abolishing outdoor relief (reKef outside the work- 
houses). 

(Modem experience shows that in certain cases and for persons in 
temporary difficulties, out-door relief is however a more suitable remedy 
than indoor relief in the workhouse). 

History of the English Poor Law. 

The history of the English poor law furnishes instructive lessons 
as to the principles which should regulate poor relief by the state. 

First Period (1601—1782). 

The permanent pauper system of England was created by an Act 
passed in 1601 during the reign of Elizabeth. This Act gave every 
person in the kingdom a legal right to public relief if required; and it 
followed the correct principle of not making relief unduly attractive, 
it compelled the able-bodied poor to work, and the funds for granting 
relief were to be raised by taxa^on. 

Though the principle w'as strict, a period of somewhat lax administra- 
tion brought about evils. So by the middle of the seventeenth century 
and also towards its end, laws had to be passed by which the administra- 
tion was made more strict and workhouses were constructed. 

On the whole however it can be maintained that the spirit under- 
lying the administration of the poor law was^strict and severe. Despite 
some unnecessary harshness the effect on the working classes was 
wholesome for it was made undesirable to become a paupery 
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Second Period (1782 — 1834). 

e 

The wiee severity of the first period was not properly appreciated 
at a later stage, and there was a reaction against the former strictness. 
A number of Acts passed daring the reign of George III indicated the 
new lenient spirit. Gilbert’s Act passed ip 1782 abolished the workhouse 
test, and this Act also provided that the poor law g^rdians were to 
find work for labourers who could not find work, and help was to be 
given them to supplement their wages when necessary. 

« The results of the leniency were disastrous. The 4 arge allowance 
for each child led to a great increase in the pauper population ; and the 
larger allowance fol: each illegitimate child degraded ^e morals of the 
people, and almost abolished female chastity among the l^nglish labour- 
ing classes. Pauperism enormously increased. 

Pauperism enormously increased because (i) under the poor law, 
the pauper was better provided than the honest, industrious labourer 
who tried to be self-supporting, and (2) there was a comparatively large 
allowance for each pauper child. Immorality was encouraged, l£e 
allowance for an illegitimate child being greater than that for a 
legitimate child. And the productive classes, the thrifty, honest and 
industrious were heavily taxed to support an increasing pauper popula- 
tion, indolent, thriftless and dissolute. The amount spent in the relief 
and maintenance of the poor rose to enormous, and even ruinous sums. 

Third Period (1834). 

These serious evils made people realise the urgent necessity for 
poor law reform. And so the Poor Law Amendment Act of 1834 was 
passed. This Act restored the strictness of the principle of the 
Elizabethan Act of 1701. It re-established the salutary principle of 
making the position of the pauper undesirable, and thus stimulating 
him to achieve self-support; and with this object it restored the work- 
house test making able-bodied labourers work in work-houses. 

The Act abolished allowances in aid of ^ages, discouraged 
illegitimacy by punishing the father, and facilitated tUb migration of 
labourers by modifying the law of settlement. 

The effects of the New Poor Law yere marvellous, and the burden 
of pauperism was greatly reduced withm a short time. 

The MoraL 

The moral of this history of the Bngltsh Poor Iaw is plain and 
simple, "/t should be the prime object of legislation to make the 
situation of the pauper less agreeable than that of the independent 
Ubourer, an^ that by no small interval.** (Walker). 
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The humaner spirit of the igth century and after led to discontent 
with the existing Poor Law, and a new Poor Law •Commission was 
appointed in 1905. 

The Poor Law CoingiiMion (1905 — 1909). 

The Report of the Poor Law Commission of 1834 was quickly 
carried into effect in the law of the country. Very different has been 
the fate of the Poor Law Commission appointed in 1905 and submitting 
Reports in 1909. There are two documents— the Majority Repqjrt 
signed by eighteen members, and the Minority Report signed by four 
members and advocating socialistic views. • , 

The Majority Report summarises what it considers to be the main 
principles of a reformed poor law, viz, (i) that treatment of the poor 
should be adapted to the needs of the individual and there should be 
proper classification; (2) that there should be fuller co-operation between 
the poor law authorities and local and private charities; (3) that the 
system of public assistance should include processes of help which would 
be preventive, curative and restorative; (4) that instincts of self-respect 
and self-maintenance should be fostered in every *way. 

The principle of curative and restorative treatment of the individual 
is said to be a discovery of this Commission, in fact it is much older and 
it is all due to the growing humanitarianism and democratic spirit of 
the age. The poor should not only be maintained, but every effort 
should be made to restore the sick and suffering poor as far as possible 
to the full stature of their manhood, physical, intellectual and moral. 

(The Old Age Pensions Act of 1908 for the aged poor, the Labour 
Exchanges Act of 1909 for the unemployed and the Insurance Act have 
dealt with different aspects of this poverty problem in England and much 
valuable experience has been gained). 

India and Poor Law. 

The Indian government practically accepts the duty of supporting 
the poor in the case of (a) European vagrants, (b) lunatics, (c) and 
children with criminal tenancies. In India (unlike Britain) the govern- 
ment does not accept the duty of supporting the poor as regards the 
general population (except in times of famine) — India has no Poor Law, 
and the relief of the poor is generally by private charity often indis- 
criminate, generally unorganised but full of that kindly human sympathy 
so characteristic of the Indian people. 

Labour legislatioii, minimum wase and mdal insuranee. 

Of recent labour legislation « in the more progressive countries like 
Germany, the United Kingdom and the United States, etc. |he' following 
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deaerve special jiotice • and are indeed of high significance for ter 
industrial welfare of nations : 

(x) The Minimum Wage. 

(a) Provision against accidents. 

(3) Provision against sickness. 

(4) Provision against old age. 

(5) Provision against unemployment. 

The impelling forces bringing about these much-needed changed 
a^ the following : (a) The labourers are better edacated, better 

organised and politically much more influential than before» and they 
are demanding, better standards of living—they want to live the hveh 
of human beings, and not mere down-trodden beasts, (b) Society ie 
realising that the labourers' hardships in sickness, old age ahd un^ 
employment etc. are due more to social causes than to individual sihs 
and failings of the labourers-~due to general industrial and political 
conditions which too often deny facilities for adequate training knd 
equal opportunity to large masses of the people. Widespread humanx* 
tarian feeling has helped the good cause. 

Minimmn WAgtt* 

Minimum-wage legislation was flrst introduced in Australasia — 
the home of much fmitfuk labour legislation. In 1909 it was introducisd 
in England and for four occupations — the ready-made and wholesale- 
bespoke tailoring, machine-made lace and net finishing, paper-box 
making and making of certain sorts of chains; in 19x2 it was extended 
to coal mines in England and Wales. A great extension of minimum- 
wage legislation is expected in all progressive countries— and in the 
near future. 

Prineiple. 

The principle is clear. And it is salutary. Labourers are justly 
protected by legislation against accidents, against unhealthy hours and 
conditions of work; and it is equally reasonable that they should be 
protected against a lowering of wages which would damage their health 
and physical and mental efficiency. 

AdvantagM. 

The limited experience of minimum wage legislation is almost 
wholly in its favour, (x) It has encouraged the poorest and the weakest 
labourers to organise and form trade and labour unions, (a) It has 
raised somewhat the wages of the poorest class of labourers. (3) The 
increased wages have leome partly from increased efficiency and pro- 
ductivity of labour, paltly from a decrease in profit and partly fhnn *aii 
increase in price. And this U almost Wholly desirable. ’ 

n— as 
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Prof. Tattssig maintains with legislation on hours, factory 
conditions, and the like, a compulsory minimum Wages rate might 
serve simply to regulate the plane of competition. All employers would 

be. affected alike; There would be obvious difficulties of 

administration, attempts at evasion .... But they involve no new 
questions of principle.** 

Accident, Sickness, Old Age, Unemployment. 

Professional economists have come to realise with the increasing 
pressure of public opinion that provision for the labouring class is 
necessary — ^in cases of accident, sickness, old age <and unemployment. 
They, however, profess to apply a test how far help can be provided 
for the labourers without demoralising and weakening their character 
and without destroying the thrift of the individual. 

It is generally recognised that injuries from accident cannot be 
feigned. So here is no chance of demoralisation from help given. 

Illness can be feigned. It can be detected too with suitable safe- 
guards, adequate statistics and records, andean efficient organisation, 
and its evils minimised. The social gain from adequate help given to 
sick labourers largely outweighs all possible evilh and losses. 

Old age cannot be feigned. And so no risk of demoralisation. 
Vast numbers of labourers— the vast majority of them — ^make no proper 
provision for old age. And so no risk of Andermining thrift by aid 
given. Old age pensions in a country may be (i) on a contributory basis, 
with contributions from each wwker, or (ii) on a non-contributory basis. 
The second system is simpler, but more expensive for the government 
— and has been adopted in Britain. 

Unemployment is a serious problem — is to a certain extent inevitable 
under the existing conditions of capitalism and private enterprise. A 
main point of the socialist attack against the present system^ relates to 
this unemployment problem and the grave injuries which millions of 
workers in modern countries suffer because of unemployment. The 
causes of unemployment and some of the remedies have been discussed 
in pages 377-379. Here we have to consider insurance against unemploy- 
ment. Prof. Taussig voices the opinion of professional economists 
generally when he asserts about unemployment insurance that '*the 
irregularities are of a sort which do not tend to offset each other, like 
the chances of death and old a^fb .... That they vary from occupation 
to occupation is not so serious a difficulty. Insurance against unemploy- 
ment would doubtless have to be organised, like insurance against 
accident, on the basis of occupations and with differences of rates 
according to the var3dng risk of unemployment. All such difficulties 
are however slight in comparison with the fundamental one; how to 
prevent an unemployment benefit from demoralising the red^ent . • . 
For most men, assured support until a job is found makes it too 
probable that the job wiU not be sought.’** 
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The Ghent systefii'— adopted by some Belgian citiesy alao in Ncxrv^ 
— provides iineii4>loyment insturance by utilising the trade tmioii 
machinery. Trade unioas in Britain and certain other cotthtriea offer 
unemployment benefit to their members; and the members of the Icipal 
union know full well the state of employment in the localityi and the 
character of the unemployed member— and ^so fraud is almost impossible. 
If the government supplements the trade union unemployment benefit, 
the money will be well spent and the risk of fraud will be reduced to 
a minimum. 


• ® 

Gemiaiijr. Britain. France. United States. 

e 

In this g/eat movement for the amelioration of labour— labour 
insurance— Germany has been the pioneer. Britain also has not lagged 
behind. And so far the least progress has been made in the United 
.States. 

Accident insurance is of two sorts : (i) compulsory insurance as 
•established in 1884 in Germany where the employers are required to 
organise directly in insurance associations of their own, efficiently 
supervised by the government; (3) voluntary insurance as established 
by the Workmen’s Compensation Act in 1897 in England which imposes 
on the employers liability to pay pensions on the disability and death 
of employees through accident, against which liability they can insure 
themselves in existing insurance companies doing this kind of business. 
It is desirable that compensation should be adequate, certain— and 
as in Britain available in all industries. 

In insurance against sickness — ^health insurance— Germany has led 
the way. The first law on the subject was the German law of 1883; 
and substantial progress is indicated by the National Insurance I^aw of 
19ZI in Britain. In Germany and Britain insurance is compulsory; 
there is strict state control ; there is no state insurance fund. In 
Germany the employer pays one-third and the employee two-thirds of 
the insurance premiums; in Britain the state makes a contribution. 
Health insurance in the United States is voluntary; but accident insur- 
ance is compulsory. 

As regards insurance against old age. In 1889 Germany adopted 
a national system of compulsory old age insurance. France followed 
in 1910. In France and Germany the insurance premiums are paid 
half by the employer and half py tile employee. Another system 
is that of non-contributory old age pensions, the entire expenses being 
borne by the government of the country. Britain introduced this system 
in i9<^ following the example of Denmark and the Australian states. 
In Britain and Germany the pensions begin at 70, in France at 60 years 
of age. In the United States, the subject is arousing interest. Not 
much, however, has yet been done. 

In unemployment insurance, the lead still remains with Great 
Britain. "With this enormously difficult problem Great Britalff 
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grappled conrageonslyi almoat adventuroasly, is her isBurasee adr 
pi 1911. This great measure provided not only for 'an all-embracing 
system of insurance against sickness and permanent infirmity, but al^ 
for a large though not universal one against unemployment. Thereby 
Great Britain came to provide, like Germany, for sicl^ess and disability,, 
as well as for accident and old age ; and in ^is humane rivalry took the 
lead by providing for unemployment also. In certain important 
occupations (such, for example, as building, the so-called engineering 
trades, ship-building) insurance against being out of work was made 
compulsory, pontributions were required in equal amounts frotii 
employers and employees, the state also adding a share.** 


Co-operation in production, consumption, credit etc. 

Co-operation has been called the one successful social 
experiment of the nineteenth century. In the different spheres* 
of production, consumption, credit, co-operation is doing an 
immense amount of good to promote the^true welfare of the 
masses and its future is full of the highest promise for the 
progress of the working classes. 

Co-operation has been tried in retail trade, in credit and 
banking operations and in production. 

For different kinds of co-operation see Part I, pages 326-330. 

(1) Consumers’ co-operation or co-operative purchase 

(Co-operative Stores). 

Co-operation in retail trade (sometimes called distributive 
cooperation) or the co-operative purchase of commodities is the 
simplest and most successful kind of co-operation. Consumers 
of commodities combine tp purchase what they need. They 
form a company, employ ^ manager and clerks, subscribe for 
shares, and this company purchases the commodities and then 
it sells them to its members, in this way, the shop-keeper, ia 
eliminated, the consumers become in effect their own shop^ 
keeper. 

These associations of consumers for co-operative purchase 
ara also called co-operative stores. In this kind of co-operation 
England has taken the lead. 
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Advantage 

The advantages are very considerable, (i) The shopkeeper 
being eliminated, his profit goes to the consumers. (The con- 
sumers’ association gets goods at wl^plesale prices and sells at 
retail market prices and thus it makes a profit, this profit goes 
to the consumers partly as inljprest on their capital and partly 
in proportion to their purchases). 

• • The profit is paid at stated intervals and this ticcumulation 
of profit for sometime makes it considerable and increases its 
chance of bfting saved. The co-operative stores thus make 
savings and also act as savings banks. 

(3) The consumers are their own shop-keepers and so the 
association does not lose money through had debts. 

(4) The consumers naturally take care that their own shop 

supplies goods to them of the proper quality and not adulterated 
and injurious articles. Also less expense has to he incurred for 
advertising. * 

Some part of the profit is spent for educational and other 
welfare purposes. • 

In England and Scotland, distributive co-operation or con- 
sumer’s co-operation has met with very great success. On the 
continent of Europe also there has been a considerable develop- 
ment of distributive co-operation. In the United States, the 
conditions are different and so distributive co-operation has not 
attained the same sort of growth and importance in that country. 

* (II) Co-operative Credit Societies'"’ (Co-operative 
Banks). 

In co-operation for securing better credit facilities, the 
Germans have taken the lead ; and the names of Schulze 


* Th. two ^rpes cf co-operative credit todetiec — The 
SdqdSfldPSdttvdL type at co-operative bank for towns and 
the Raiffeiaen type of co-operative bank for villages in 
Gamany. 

(I) Hm Schnhe-Oelitasch Model 

"The Schulze-DtOtEseh ertdtt bank is an association created 0 " 
provide credit fadUUes for its members ordy The necessary funds dn 
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Delitzsch and Raiffeisen will be ever memorable in this cm- 
nection. 

The essence of co-operative credit consists in co-operation as 
regards credit i.e., co-operation in borrowing and lending. Each, 
farmer borrowing on his* own individual security will have to 


raised by two means, one material and the other immaterial, share 
capital and unlimited liability. Bach member must subscribe one share,, 
and, where, ns is usually the case, liability is unlimited, one share 
only 

The actual sum varies from Society to Society, but the minimumi 
is about £6. 

The profits of the Society are distributed in two parts : One part 
to the reserve fund and the remainder to the shareholders, accoroing 
to the size of their shares. The reserve fund, which is obli^tory by 
law% usually amounts to about 20 per cent, of the share capital. The 
entrance fees of members, which are of small amount, are added to the 
reserve fund. It is customary to devote all the profits of the first year 
or two to the reserve fund and afterwards 1^ to 20 per cent. 

Shares and reserve fund, together with unlimited liability, where 
this occurs, constitute the secure basis on which further supplies of 
capital are obtainable. These are (a) deposits, (b) re-discounts by an 
outside bank. 

Schulze-Delitzsch was probably right in insisting on the importance 
of a self-owned and well-remunerated capilbl for an industrial bank, 
especially in view of its value as a stimulus to thrift; and the resultant 
danger of ' 'Capitalism** is less than has been imagined. In all banks 
the borrowers must he shareholders; in nearly all banks i.e., in banks 
with unlimited liability, none can hold more than one share, and this 
share can always be paid by instalments. 

Now it cannot be claimed that the societies as a whole sacrifice 
their reserve fund to their dividends. 

(II) The Raiffeisen Model. 

The Raiffeisen bank is the Schulze-Delitzsch bank applied to the 
country (i.e., rural parts), with the variations required and justified by 
the difference of environment. 

The model rules of the Raiffeisen Societies state that 'Hhe object 
of the Society is to improve the situation of its members both materially 
and morally, to take the necessazy steps for the same, to obtain through 
the common guarantee the fiecessary capital for granting loans to 
members for the development of their business and their household, and 
to bring idle capital into productive use, for which purpose a savings 
bank will be attached to the Society,*’ One word in the above, viz., 
^^morally,** intimates at the outset a distinctive trait. 

The subscribed capital of the bank is practically nil; there is nothing 
but the universal unlimited liability of the associated members. Schulze* 
Delitzsch, dealing with industrialists subject to unseen risks, who 
^operated in trade matters out of sight and control of the Socie^, 
dbliged his associates to subscribe a considerable shsact capital not only 
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pay a high rate of interest and will not m many cases be able 
to get a lender having sufficient confidence in him to lend hhn 
money ; in cooperative credit, the farmers bmrow on their 
jomt security, which is str<»iger than individual security, and 
therefore they are able to borrow at » low rate of interest. The 
capital that is borrowed on the joint security of members is 
then lent to the members at a slightly higher rate of interest, 
and in this way the members are enabled by the system of 
cfi-operative credit to get loans at a rate lower thah they would 

— I ..I., - ■ , „aiM. , II I. .11.. ■ 

• 

as a proof of thrift, but as a material guarantee for their individual and 
corporate debts. Raideisen, dealing with agriculturists and villagers,, 
demanded no such security, since each member possessed in his little 
farm, his cattle or implements, material guarantees far beyond those 
of any subscribed share. 

Because Raifieisen wished to create credit among small agricul- 
turists out of the immaterial asset of mutual knowledge, he limited the 
size of each society to^a single village. 

All profits remain Jhe collective property of the Society, to be used 
for the Society’s good. In actual figures, the reserve funds are not so 
strong as in the town bank, owing in part to the lower loan chargee. 

The willingness with which peasants bring their savings to the 
bank is a triumphant pd>of of Raiffeisen’s contention that the smalt 
agriculturists by a combination of unlimited liability and close super- 
vision can become absolutely credit'worthy. No savings since the 
foundation of the first village bank have ever been lost through 
bankruptcy. 

The member of the Raiffeisen bank, though he have the best of 
pledgees, is rejected unless he is known in his private life to be virtuous 
and industrious. Further more the society requires to know not only 
the character of the borrower, but also the specific object for which his 
loan is destined, 

A Raiffeisen bank is never what a Schulze-Delitzsch bank sometimes 
is; a handsome building with barred windows, within which are a 
number of clerks discharging a constant round of business, while the 
directors interview the special clients in a room apart. • 

It (the Raiffeisen Society) is a small single room, probably at the 
back of a farm building, opened twice a week and presided over by a 
single occnpant-~the accountant (Rechner). Business is apt to proceed 
desultorily; a small child brings in a fbw savings, an hour afterwards 
a palsied old man, signing by a cross, draws out a couple of pounds, 
and so on till the end of the day. But this is the unimportant part or 
the business. The really important part is the weekly meeting of the 
directors, half a dozen in number, who meet to discuss the various 
credit claims which have arisen. They are unpaid, as by the nature 
their work they can afford to be. The accountant, their executive clerk 
who keeps the books, ’’the soul of the society”, as Raiffeisen called 
him, is the only salaried official.” C. B. Vay, --Cooperation at Home 
and Abroad. 
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get if they borrowed* each one of them separately on his own 
individual credit. This is the essence of coopeflrative credit. 

(a) Co-operative credit societies lend generally to members 
only and (b) they generally lend on the personal security of 
the borrowers, not on mortgages or on the security of Working 
capital, etc. and*(c) the management is in the hands of the 
members. 

Co-operative credit societies are of many kinds. They may 
be divided into two principal classes, (a) rural co-operative 
credit societies chiefly for agriculturists (b) urbaq co-operative 
credit societies for the small artisans in towns etc. 

(A) Co-operative Credit Societies for agriculture. The 

RaiflFeisen type. The agriculturist requires capital for current 
working expenses and he has to borrow capital for this purpose, 
the period of the loan being longer thaufthat for commercial 
loans represented by bills of exchange but 'shorter than that of 
mortgage loans. 

One of the most successful types , of co-operative credit 
i^ocieties was founded by Raiffeisen in Germany who started 
his first agricultural bank in the year 1849. 

These co-operative credit societies for agriculture have 
generally the following features: (i) The members bring no 
share capital aYid (2) they receive no dividends (all profits go 
to constitute an indivisible fund, which by continually increas- 
ing enables the society to reduce its rate of interest on* its loans 
and to make itself less dependent on outside capital). (3) The 
members have unlimited liability, they are jointly responsible lo 
the extent o'f all their goods, (4) All offices are unpaid except 
sometimes that of the^ cashier or accountant (5) A member 
knows intimately the^ other members and so he can accept un- 
limited responsibility for tliem. The principle of unlimited 
•responsibility makes each member scrutinise strictly whether the 
money borrowed by other members is being properly utilised or 
is being wasted. This prevents the unproductive use of loans 
members and is of the greatest possible importance in 
during the solvency and development of the co-operative 
fociety. 
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The principal advantages of these coK>perative credit 
■societies are the following: 

(a) The members get loans for their agricultural operations 
•at a reasonable rate of interest and so they free themselves from 
the clutches of the grasping moneylenders. 

(b) The unproductive use of loans is checked. This will 
not be done at least to the same extent by a government bank 
•or other credit institutions. 

(c) These societies establish a connection between credit 
■•and saving, .and *they encourage thrift and help the accumula- 
•tion of capital by the members. 

(d) The agriculturists freed from the grip of the money- 

lenders and getting loans on easy terms for their agricultural 
•operations prosper greatly from the economic standpoint ; and 
they also develop self-respect, thrifty habits, temperance, self- 
reliance, self-help and the capacity for organization for 
improving their condition. v 

These co-operative societies have been immensely successful 
in Germany, in Italy and they have a great future befOTe them 
in India. * 

-(B) Urban co-oparative credit societies. The Scfanhe* 
Delitas^ 

Credit co-operation rural as well as urban first arose in 
^Germany. We have seen that the most successful type of asso- 
ciation for co-operative credit in agriculture was founded by 
Raiffeisen, a German . and one of the most important tsrpes of 
urban co-o^rative credit societies was founded by another 
■German Schulze-Delitzsch and it is named after him. 

The Schuke-DeUizsck type of society. The characteristic 
features of these Schulze-Delitzsch societies are: (i) The un- 
limited liability of the members, which is the essential feature. 

( 2 ) Societies aim at developing credit, but they also aim at deve- 
loping thrift and habits of saving among the members. 

(3) Unlike Raiffeisen societies, they have share capital and 

(4) members get dividends on their shares and (5) to give high 
dividends, comparatively high rates of interest are charged to 
the borrowers. 
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It will be seen that in Raiffeisen societies profits are not 
paid and expenses are kept down at a minimtftn, so that all 
funds may be made available for lowering the rate of interest 
to the borrowers. In societies of the Schulze-Delitzsch type» 
so much attention is not. paid to keeping down the rate of 
interest. 

The organisers of these societies in Germany hope to give 
small industries the means of effectively meeting the competi- 
tion of large industries, by providing small-scale industries with 
the capital and equipment which they lack. * , 

In Italy co-operative credit societies founded by M. L. 
Luzzatti are flourishing greatly, but in Prance and in England 
they have not attained a very considerable measure of success. 

The advantages from the urban co-operative credit societies- 
are largely similar in character to the ^advantages from rural 
co-operative credit societies. •• 

(a) They help members to get loans 'at reasonable rates- 
for their work. 

(h) They check unproductive use ©f loans. 

(c) They encourage thrift and saving. 

(d) They help to bring about not only the economic but 
the moral and social advancement of the members. In these 
urban societies, however, there is less of the true co-operative 
spirit, the payment of dividents on shares introduces an element 
of capitalism into the organization. 

III. Co-operative production. 

Other sorts of co-operative societies have prospered greatly 
in Germany — societies for the purchase of materials, for the sale 
of products, for the purchase and use of machinery too expen- 
sive -for any one member ete. 

In Denmark and some continental countries co-operative 
efforts among agricultural producers has been strikingly success- 
ful in curing bacon and in the packing and shipping of eggs 
etc. 

Co-operation has been least successful in producticm, 
specially large-scale production ; and co-operation cah modi^ 



LABOUR PROBLEMS 


m 


radically the present social and industrial organization only by 
achieving sucdess in this line. 

The advantages of co-operative production, and the dangers 
and the difficulties which up to present time have prevented 
co-operative production from attaining any wide-spread success 
— these are given in Part I, pages 328-329. 

As Prof. Taussig points out ''the essential difficulty in the 
way of Co-operation in production is that it attempts to super- 
sede the business man where he is most needed. . . Co-operation 
cannot dispense* with these leaders; it would have to enlist 
them/* 

Then as regards the future of the co-operative movement. 
There is a great and supremely useful future for Co-operation 
but the hopes of economic reformers of a generation ago that the 
Co-operative movement will create a new economic world — 
these hopes, in the^pinion of many modern economists, are not 
likely to be fulfilled. 


, Summary. 

The disadvantages of the labourers {viz., the perishability of labour, 
varying degrees of immobility and want of reserve funds), in bargaining 
are reduced by Trade Unions. 

Trade Unions have (a) fighting, (b) and fraternal functions. The 
Trade Union by its organized action helps to raise wages up to the 
marginal productivity of labour, and under certain conditions can raise 
wages greatly in a particular trade by artificially restricting the supply 
of labour. 

The old unions generally paid more attention to providing benefits 
of different kinds, the new unions are less concerned about benefits, 
they are more for strikes and participation in politics. (A recent 
development in England is the movement for direct action by strikes 
to get fulfilled for the working class their political and economic 
demands, a section of the workers having lost faith in political agitation 
and parliamentary action). * 

The strike is a method of industrial war. Evils. It is a destructive 
agency ; and causes loss to employers, to capitalists, to labourers through 
a loss of employment and wages, to consumers, and if too frequent, 
may inflict permanent injury upon the industries of a country. 

Advantages, Defenders of strikes maintain that strikes strengthen 
the solidarity of the trade union movement, increase the confidence of 4 
the workmen in theiikiselves, teach masters to respect their men, and 
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thus help labour to rai^e wages and get better conditions of einpl<^- 
ment. > « 

In most industries, the strike is an evil, but a necessary evil, and 
has to be tolerated; but in certain vital industries it must be prohibited 
in the public interest. There is no necessary connection between the 
trade union and the strike. « 

The usual arguments against factory laws are (i) that they interfere 
with liberty (ii) that they are unnecessary and the labourers are able to 
take care of themselves (iii) they diminish output, injure business and 
bring down wages. The principal arguments for factory laws : (i) moijil 
considerations (ii) economic considerations viz., (a) factory laws on the 
whole help to increase output (b) and they safegfuard ^ the industrial 
future of the race (Hi) considerations of national strength and social 
welfare. 

Industrial war brings about serious evils in its train, and so we 
require the agencies of industrial peace. Some principal agencies of 
industrial peace are profit-sharing, welfare arrangements, sliding-scale, 
arbitration (compulsory and voluntary). 

Profit-sharing (i) promotes the zeal and efficiency of employees 
(ii) makes them careful and economical in the* use of materials and 
machinery (iii) and thus increases the total product (iv) and increases 
the income of the employees who receive wages at the current rates 
pins a share of the profits. Profit*«haring has its difficulties; and it is 
disliked by labour leaders and also by some Employers who regard the 
power of dismissal a more effective instrument than profit-sharing. 

Arbitration is (i) voluntary or compulsory (ii) public or private. 
Private boards of arbitration are based on voluntary trade agreements 
and collective bargaining. Public boards of arbitration are often boards 
of conciliation as well as boards of arbitration. 

Compulsory arbitration has its difficulties, and it should be intro- 
duced only in fundamental industries (like railways and other industries 
upon the continued activity of which the whole community is dependent) 
and also in sweated industries. 

XJnemploffment, Causes (1) internal viz., physical and moral defects 
of labourers, (U) external (i) business cycles, (ii) changes in industrial 
methods etc., (iii) seasonal demand, (iv) casual labour. 

Remedies, (a) the labour exchange (b) spreading the diminished 
demand for labour over all labqprers in the afiected trades (c) making 
the public demand for labour compensatory as far as possible. 

Poverty and the poor law. The causes of poverty are complex as 
civilization itself. The right to public relief is based upon modem con- 
ceptions of social duty, and the state must take particular care that 
state charity does not demoralise the recipients of the charity. The 
greatest difficulty is in connection with the able-bodied poor; and for 
them relief should not be made too attractive, their position should 
not be made more desirable than that of the independent labourer. 
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Co-op0faHon is the most successful social experiment of the zglll 
century * 

(a) Consumers^ co-operation (also called distributive co-operation) « 
Advantages, (i) It eliminates the shopkeeper’s profit and secures it for 
the consumer, encourages thrift (ii) prevents adulteration of goods (iii) 
avoids bad debts (iv) saves much in connection with advertising etc. 

(b) Co-operative credit had its origin in Germany. Its remarkable 

progress is one of the hopeful signs of the future. Some important 
features are (i) loan to members only (ii) personal security for the loans 
(iii) management by members. • 

(c) Co-operative ^production has not been so successful as co-operative 
consumption. * 

Its advantages. (i)The labourers are their own employers and in^ 
addition to wages, get profits (ii) much labour of superintendence ia. 
saved, and the energy and industry of workmen are stimulated (iii), 
strikes are prevented (iv) more continuous employment for labour. 

Question!. 

z. (a) What are l^rade Unions? Give their functions and indicate, 
the methods which they adopt to raise wages, (fpio H. 1922). 

Discuss the effects of trade unionism on wages and conditions of; 
labour. (C. U. 192s). 4 1 

Discuss the scope as well as the limitations of trade union action*, 
for raising wages. (C. U. 1933). \ 

To what extent and by what means can trade unions influence 

(a) the wages paid in a given occupation and (b) the general level of 
wages. (C. U. Hon. 1928). 

Discuss the effect of trade unionism on wages. (C. U. Hon. 1932). 

(b) X^ace the origin of Trade Unions. Explain the nature of any 
change which may be noticeable in the aims and objects of Trade Unions, 
in recent yeai;s. (1910). 

(c) Is there any necessary connection between unions and strikes ?- 
(C. U. 1910). 

2. When can wages be raised in a trade by an artificial restriction, 
of labour supply? (19x2 H. 1920). 

9 

Or, 

Carefully consider whether labour can raise the level of normal real* 
wages by means of combination. (C. U. 19x5^. 

3. (a) What is a strike? What advantages do labour leaders clainiL 
for strikes? 

(b) Examine the edbnomic influence of strikes' with special referenc!; 
to their effect on wages. (C. U, X912). 
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4. State the argumentd for and against factory legislation. (C. U. 

1911)- 

5. What are the principal agencies for indastrial peace? intimate 
the value and importance of each of these agencies. 

Consider some of the mor^ important plans to secure settlement of 
differences between capital and latour. (C. U. 1911). 

Or, 

Point out {he advantages and the difficulties relating to proill:- 
sharing. , 

6. Discuss the more important causes of unemployment in the 
modern industrial world; and examine the efficacy of the remedies 
usually suggested for it. (H. 1911). 

7. (a) What are the duties of the state in relation to the poor? 

(b) Trace the development of the present system of poor law 
administration in England. What were the principles established by the 
Elizabethan Act of 1601, and how far have these been adhered to or 
departed from in modem times? (C. U. 1909). * 

8. Give a short account of dijderent varieties of co-operation viz,, 
(a) co-operative production (b) co-operative consumption (c) co-operative 
credit, noticing advantages and difficulties relating to each. 


CHAPTER V, 

Interest 


Definition of interest, 

CtHc payment that is made by the borrower to the lender 
for the use of capital is called interest.^- 

Opinions about interest in the past and in the present 

Now the question as to whether interest shoidd be paid is 
one which has engaged the attention of mankind from earUest 
antiquity. The law of Moses among the Jews, qpndemned 
interest'; and the lending of money at interest was aim attacked 
hy Aristotle, Plato, two of the greatest n&mes among the 
Greeks, Cato among the Romans and the Christian Church of 
the Middle Ages. 
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The opposition of early and medieval peoples to the pay^ 
ment of interest is easily explained. Money was borrowed in 
those periods chiefly for the purpose of consumption, the 
borrowers were poor and in difficulties ; and unable to pay the 
interest and repay the capital they were often reduced to slavery 
or to a condition of absolute and hopeless misery. 

The position has completely altered now. Now borrowers 
generally borrow for the purpose of production, othey get an 
income from the capital borrowed by them ; and so the 
borrowers can without difficulty pay something as interest to 
the creditor for the use of the capital. Modern opinion there- 
fore does not condemn interest. Even in modern times however 
many countries have usury laws prohibiting excessive rates of 
interest on loans specially for consumption. 

ThMries of i&tfrest. 

Different explanations of interest have been given. Some 
of these theories, are briefly described and examined below. 

(1) Plrodactivitjr theories. (Malthus, Say, Carey & others). 

According to these theories, interest is a price paid for the 

The capital that is borrowed 
the borrower pays interest. 

Objeetioiis. 

(a) Productivity theories will not apply to capital borrowed 

for the purp^ of consumption ; they will apply only to capital 
borrowed/^Jr^picQ^hcti * 

(b) Production with capital produces more good than pro; 

ductipn without i^pltal cqfi^ produces more goods but not 

necessarily more value always, " 

Astin it has been said' that it is not proper to say that 
capital produces value, rather it is capital that^h^ps to pro* 
duce othtf* goods and it is the value of these goods that* deter* 
mines the capital value. It is not capital invested in an orchwd 
that gives it value ; if the orchard does not produce anything 
it niay not have any value. It is the goods (fruits) produced hy 


producth e_sgxyi££s_^ca^M. 
helps" io' produce wealth and sc 
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capital that have value, and the annual production of these 
fruits will determine the capital value of the orchard. 

( 2 ) The use theories. (J. B. Say, Scha£ 9 e, Knies, 
Menger and others). • 

It is maintained by some writers that the borrower pays- 
interest for the use of the capital ps the tenant of a house pays, 
rent for the jise of the house. 

Objectioiis. 

This explanation of interest does not apply to interest om 
circulating capital, circulating capital is destroyed by a single- 
user Why should interest continue to be paid when the caphat 
has beeintestroyed ahd is no'Ton^cii’ in use? 

(3) Abstinence tbeories. (Senior, Cairnes etc.). 

* f 

According to these theories, interest is the payment piade 
for ahstainifi,g from unproductive use of wealth. 

Objections. 

This theory takes into account only the supply side of 
interest, it maintains that supply of capital depends upon the 
abstinence exercised by the savers of capital. The abstinence 
theory, neglects the d«niand. side ; and on the supply 

side the explanation is not complete. (See Part I, pages 208- 
209). 


(4) Labour theories. 

Interest is paid for the fain talist’s labour, (a) Ip some 
labour ^theories, capitalist’s lapour tpeapa.tbe labour of produc- 
ing capital, (6) and in some other labour theories it refers to> 
the labour of saving wealth. ' ' ' ' * 

(5) Exploitation tbeories. (Marx and Rodbertus). 
Interest arises from exploitation, from robbing the labourer 

of part of the total wealth which he produces. The whr^e value 
the product is doe to labour, but the labourer gets only a- 
part of the value as wages ; and part of the value produced by 
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the labourer ^es to the capitalist as interest, the capitalist thus* 
depriving the*labourer of a portion of the wealth produced by 
him. The leading ‘advocates of the exploitation theory are 
Karl Marx and Rodbertus. This theory is based^ upon the 
fundamental mistake of regarding the whole value of the pro- 
duct as due to labour ; and so it has been rejected by economists,. 


. * (6) The Austrian theory of interest. • 

• 

The Austrian theory of interest, largely associated with 
the name of Prof. Bohm Bawerk, one of the leaders of the 
Austrian School, is briefly this : 

(t) The element of time is the cause of all phenomena con^ 
nected with interest. 

Future goods q/re always less valuable than present goods. 

Future goods are less valuable than present goods when the 
future goods are uncertain ; and future goods are less valuable 
than present goods ot the same amount even when both are 
equally certain — and this is because desire which is the source 
of value is stronger for things near in point of time than for 
goods far away though equally certain. 

The lender charges interest because the present goods given 
by him at present are more valuable than the same amount of 
goods to be repaid to him in future, 

(ii) Thqn again the Austrian economists point out the 
*Hechnical superiority*' of future goods or capital in the work 
of production-— this technical superiority of future ’goods stimu- 
lates the demand for capital. 

• ' 

• f*The essence of interest, in short, is discount The capital 
replaced plus interest is the fuU equivalent of the capital loaned. 

The loan is a real exchange of present goods against future goods. 
For reasons I shall give in detail in my second volume present goods 
invariably possess a greater value than future goods of the same number 
and kind, and therefore a definite sum of present goods can as a rule 
only be purchased by a larger sum of future goi^s. Present goods ^ 
possess an agio in future goods. This agio is interest.*’ Bohm Bawerk 
—Capital and Interest, (Bk. IH, Ch. IX). 

n — a6 
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(7) Denumd and rappljr theoiy oi interest. 

The theory widely accepted by English and American 
economists is the demand and supply theoiy of interest. 



Each producer has his own demand for* capital and the 
total demand of all producers gives the total productive demand 
for capital in the community. We must add to this productive 
demand the demand for consumption. The aggregate of the 
productive and consumption demands for capital gives us the 
total demand for capital in a community. 

s 

Then we come to the supply of capital. T he supply pf_ 
capUal depjgfiasnp^ and traditions of the " 

pTOpTle with regard to saving (b) their habit of realismgTEe 
future, T^) the strength of jEjmily aJectioiVv^uimag thS i, 
id) security of life ioxi property* ta) the presence pr^absence of 
opportunities for investment of capital, (/) rate of interest. 

Some persons would save a certain amount of capital if the 
rate of interest was zero, and indeed even if it was a negative 
rate. Capital would be saved even under these circumstances 
for the sake of providing for a man’s family and for his own 
self in the future. The capital that would be saved however 
with a zero rate or a negative rate of interest would be a small 
amount, insufficient for all the needs of the society. 

\ 

To induce men to accumulate the large amount of capital 
required by society , a rate qf interest has to be offered. 

Th^jrate of interest is determined by the equilibrium of 
the detna^^TjS r mta IBgng 

the ' psltf ■'lllfjf ' capitlSr^ any market, tends 

towards such a level that the aggregate demand for capital 
in that market at that rate of interest, is equal to the aggregate 
stodc forthcoming there at that rate.** 



INTEREST 


403 


Kate of interest 

Demand 

• 

Snppljr 

5 

per cent. 

• Rs. 20,000,000 

Rs. 

35,000,000 

4J^ 

II 

Rs. 22,000,000 

Rs. 

30,000,000 

4 

II II 

Rs. 25,000,000 

Rs. 

25,000,000 


>1 II 

Rs. 27,000,000* 

Rs. 

23>000,000 


Business men 

demand capital for 

industries, 1 

etc. (Also 


there is the demand of spendthrifts and also of governments). 
As*the rate of interest falls, demand for capital iilcreases and 
supply decreases. .In this case 4 p.c. will be the equilibrium 
rate tninging about an equilibrium of demand and supply— and 
so will be the market rate of interest. 


Seligman’s ezpolition of mterest 

In his exposition of the demand and supply theory of interest, 
Prof. Seligman states ^'Inimesi is the measure of marginal forbearance 

and it is also the measure of marginal productivity/' 

Finally, a point will be reached where these two considerations balance 
•each other, and where we shall be on the margin of doubt whether to 
save or to spend. Beyond that point we shall surely not save, because 
we secure more satisfaction from present enjoyment. 

When, therefore, we say that interest is the result of forbearance, 
we really mean that interest is" the result of marginal forbearance, or 

forbearance* at the margin the rate of interest depends on the 

difference between the actual estimate of the present, and that of the 
future services ^f the whole mass of capital at the margin, that is, 
of the marginal increments of the entirety of capital.** 

He goes on to discuss the tendency of interest lo a minimum. “A 
gradual decrease^in the rate of interest is normal as well as beneficial 
to the community. It lowers cost and enhances prosperity. It would, 
however, be an error to conclude that this tendency is constant, and 
that the interest rate will disappear or reach a bare minimum. For, 
as the rate approaches a certain low point, it sets in motion forces to 
prevent any further reduction. This can be approached from two points 
of view. 

. . If the rate of interest should conceivably fall so low that the cost 
of capital might be neglected, it would lead to a well-nigh incalculable 
multiplication of commi^ities . . . Putting it in another way, we may 


(8) Interest in relation 
marginal for bw im lce Ifc.' ' t! 
<sr interest to a mimmiim. 
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say that after a certaki point has been reached any additional decline 
in the rate of interest will mean a more than proportionate increase 

in the demand for capital and this augmented demand win 

prevent any further reduction in the rate . . .So far as experience seema 
to show, this point means a rate of between 2 per cent, and 3 per cent. 

The same result can be reached by approaching the problem from 
the other side, that of marginal forbearance .... the rate of interest 
cannot fall much below 2 per cent, because otherwise the desire to 
accumulate would be effectually checked. 

Taussi^s exposition of interest. 

For an account, more adequate and satisfactory in some respects,, 
see Taussig’s Principles, Vol. II, Chapter 39.--''THs rate of interest for 
long periods — decades at a time— depends on the demand for capital 
with reference to a supply which is constantly and quasi-automatically 
increasing. It depends on a race between accumulation and improve-^ 

ment Hence to repeat, the race is between improvements and 

accumulations. Given continued improvements calling for more and 
more elaborate plant— more of time-consuming and round-about appli- 
cations of labour— then savings can heap ujf and a return still be 
secured by the owners of capital. Such has beeh the course of industrial 
history for the last century and a half. Such, also, is apparently to be 
its course at least for another generation or two.” 

r 

Rent and interest 

(i) Rent is the income from land and other natural 
resources, interest is the income from capital. They are thus 
both incomes from material aids to production. Here is an 
important resemblance. ( 2 ) And - there are great differences 
between land and capital. Land is not made by man but is a 
free gift of nature : capital is produced by man. The amount 
of land in a country is limited by nature, its supply is inelastic ; 
in the long period the amount of capital is not so limited, its 
supply can be increasecTand is increased by the efforts of man. 

( 3 ) Again in the short period, there are some resemblances 
between rent and interest, • The supply of land has no elasticity 
in the short period as well as in the long period ; the supply 
of capital has also comparatively little elasticity in the short 
period. 

In the long period, this point of resemblance disappears. 
This is because in the long period, the supply of land remains- 
inelastic while the supply of capital becomes elastic. 
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(4) It is also pointed out that histinically rent increases 
while the rate of interest tends to fall. 

(Prof. Marshall has said scientifically speaking rent, quasU 
rent and interest are three species of the same genus. He 
implies that the resemblance between interest in the short 
period and rent entitles us to regard them, broadl7 speaking, 
as belonging to one group of phenomena]. 

Nett and jgrosi interest. 

‘ Nett interest means the eax:nings of capital when there is 
no risk of losing the capital and no trouble of management. 

Nett interest is also called pure interest or economic 
interest. 

The interest paid by a perfectly solvent government upon 
money borrowed by nt approaches most closely to this pure 
interest or nett interest. 

What we commonly speak of interest is generally gross 
interest. Gross interest includes — 

(i) Pure interest, (a) insurance against risk and (3) also 
warnings of management 

The greater the ridr, the higher will be the gross interest — 
the risk involved may be the trade risk of the particular 
business fpr which capital is borrowed or it may be personal 
risk relating to the borrower’s personal character or ability. 
Again of two loans of equal amount that which requires a 
greater degree of supervision and management must pay a 
higher rate of interest to the creditor for his greater trouble 
of management. 

So the rates of interest for different investments and for 
different borrowers vary. 

Rate of interest. 

It has been already explained as to how the rate of interest 
is determined by the equilibrium of the demand for &id supply 
of capital. 
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(A) Different rates of interest in the samemrnarket. 

We find that there are different rhtes of interest (gross 
interest) in the same market. To what causes are we to ascribe 
these different rates of interest in the same market ? The 
answer is simple. Different rates are due to (i) differences in 
the risks and to differences in the trouble of management 
required. (2) Again even when the risk and the trouble are 
the same, fhere may be differences in the rates of interest 
charged in different parts of the same market on account of 
comparative lack of mobility of capital. . 

(B) Different rates in different markets. 

DiflFerent rates of Interest in different countries. 

(a) All that has been said of differing rates of interest in 
the same market holds good also of differing rates of interest 
in different markets. And there are otlieV additional causes. 

(b) One important cause is the comparative disinclination 
of capital to migrate to a foreign country. The people of a 
coimtry will accept a lower rate of interest on capital invested 
within the country than for capital to be invested in a foreign 
country. And this disinclination of the people to lend abroad 
is due (i) partly to the suspicion that foreigners and foreign 
courts may not be fair to them and their capital, (ii) partly to 
the danger of war suspending the payment of interest or 
principal by the foreign country and (iii) also to some extent 
to the fact that foreign investments must be made generally 
through an agent whose judgment or whose honesty may not 
always be all that is desired. 

Hbtory of the rate of intmrest. 

The fall in the rate of interest from 5 p.c. to 3 p.c. is one of the 
striking economic phenomena of the second half of the nineteenth 
century. 

In the post-war period after 1914 there has been a marked rise in 
the rate of interest and it has been considerably raised by (a) the 
^traction «of vast amounts of capital in the world war (b) the immense 
demand for capital throughout the. world for the purposes of reconstruc- 
tion after the war. 
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During the period of the world economic depression (1929— } 

prices of commodities have fallen much, also profits, wages and interest. 

Then as regards the future. 

Zero rate and negative rate of interest. 

Some economists have made forecasts about the movement of the 
rate of interest in the remote future and they argue that the rate 
may fall to zero or it may fall below that and the rate of interest may 
become a negative one. This they expect will happen with a great 
increase in the supply of capital while the demand for capital will not 
increase at the same rate because opportunities of its ^employment are 
limited in manufactures and transport and because agriculture will 
become .less ^productive in future on account of diminishing returns.1 
These writers exaggerate the amount of fall in the rate of interest to 
be expected in future. The accumulation of capital is proceeding at a 
great rate. The demand for capital though it may not increase as fast 
as the supply will continue to increase. New fields of industry will be 
opened up and for them capital will be wanted. 

And there must be a rate of interest for inducing men to accumulate 
a sufficient quantity capital. If. there is no interest many men would 
not save much and sp the supply of capital will be insufficient to meet 
the demand. Thus we expect the rate of interest will fall in the remote 
future where there is a large accumulation of capital and comparative 
diminution in the dem%nd for capital. But there will be a rate of 
interest to make the supply equal to the demand. 

Rate of Interest and the quantity of currency. 

We shall consider this question (i) as regards the rate of 
interest charged by banks for short-period bank loans (a) as 
regards^ the rate of interest in general. 

(1) If money is plentiful in the money market, then the 
rate of interest charged by banks will be low ; and if money 
is scarce, the rate of interest will be high. 

An increase in the volume of metallic currency will increase 
the metallic reserves of banks ; and when the reserve increases, 
a bank lends more freely to busirfess men and at a low rate of 
interest. A reduction in the volume of metallic currency in a 
country brings about a rise in the rate of interest charged by 
banks on short-period bank loans. So much for the bank rate 
of interest in the short period. 

(2) Then we come to the general rate of interest and the 
long period. Other things being equal, (a) an increase in the 
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volume of currency will bring about a fall in ^ the value of 
money (and a rise in general prices) and (j>) a decrease in the 
volume of currency will bring about a rise in the value of 
money (and a fall in general prices). 

It is maintained by Prof. Irving Fisher that the rate of 
interest tends in the long run to accommodate itself more or 
less closely to the changed valuo ef money and therefore to 
counteract in Jfart at least the loss caused by changes in the 
value of the principal of the debt. This is also the opinion 
of many other economists, . 

The rate of interest must change — falling as money appre- 
ciates (through a diminution in the volume of currency) and 
rising as money depreciates (through an increase in the volume 
of currency). 

Regulation of Interest. ^ ^ 

Governments in diflPerent countries and ^n different periods 
of the world’s history have attempted to regulate the rate of 
interest. In historical periods before «the era of modern 
industrial development, loans were generally borrowed by poor 
persons and for consumption ; and government regulation of 
the rate of interest for their protection was fully justified. 

In the modem period, there are also loans to poor persons 
for consumption ; and in such cases government regulation is 
just and desirable but most loans now-a-days are borrowed 
by capable business men for productive enterprises (factories, 
mines, railways, etc.), and the business men generally earn 
from the borrowed capital more than they pay as interest*; 
and it is the general opinion of the economists that government 
regulation of the rate of interest in such cases is against the 
interests of the borrowers and of the community. ''The 
modern theory rests on the* conviction that freedom of loans 
is to the interest of the borrower as well as of the community. 

To prevent the lender from securing the market rate is to 
curtail the offer oi capital, to restrict the process of accumula- 
tion and to increase the price, open or secret, which the 
tKwrower must ultimately pay . 1 ... In the overwhelming 
majority of instances, ..... modern business loans rest upon 
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the equality of.busioess opportunity and the free competitioit 
of capital. Under sty:h conditions usury laws are futile and 
worse than futile, b»»use they toid either to evasion or 
become a drag on industry.” 

Interest defended. Its social and economie justification. 

Like rent and profit, interest has been attacked by socialists as 
thfrft, as surplus value, stolen from labour. • 

Interest has be^n defended by the orthodox economists — and on 
social grounds.* The vast industrial development in the countries of 
Western Europe and the United States of America has greatly increased 
national wealth in these countries, has substantially raised the standard 
of comfort of many millions of persons; and this industrial development 
has been made possible by vast accumulation of capital, and this 
accumulation has been brought about by the stimulus of interest as a 
reu’ard to those who save. In the words of Taussig . interest is 

an inevitable outcome of private property. The whole course of modem 
industrial development Jhas taken place under that system. We cannot 
perceive that it could have taken place otherwise .... It must be 
■accepted as part of a system beneficial on the whole, and at all events 
indispensable; indispensable, that is, in the past and for the visible 
future.” • 

Mr. Henderson (in his Supply and Demand) advocates the neces^ 
sity of Interest not only under the existing system of private property 
and competition, but also under socialism ”As we saw in chapter I, 
a world socialist commonwealth would require to retain a rate of interest, 
if only as a matter of book-keeping, in order to choose between the 
various capital undertakings that were technically possible. And that 
is the pripiary function which the rate of interest fulfils in our present- 
day society. It separates the sheep from the goats. It serves as a 
screen, by m^ans of which capital projects are sifted, and through 
which only those are allowed to pass which will benefit the future in 
a high degree.” • 

Siunniaiy. 

z. Interest is the remuneration paid for the use of capital. 

2. The rate of interest is determined by the relation between the 
demand for and the supply of capital, and die equilibrium rate is such 
that it equalises the supply and the demand. 

3. Gross interest includes (i) pure or net interest (3) insurance 
against risk (3) earnings of management. 

4. The rate of interest tends to fall as the supply of capital 
Increases faster than the demand for it. The world war destroyed toge 
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amounts of capital and brought about a great rise in the rate of 
interest. 

Different rates of gross interest in the same market are due to 
differences in risk, in trouble of management, and also to some lack of 
mobility as between different parts of the same market. One important 
cause (in addition to othec causes) of different rates in different 
countries is the comparative disinclination of capital to migrate to a 
foreign country. 


Questions. 

1. What is interest? Why was the taking of interest condemned 
in early times, why is it not condemned now? 

2. Explain and examine briefly (a) the use theory of interest (b) 
the abstinence theory (c) exploitation theory (d) the Austrian theory 
of interest. 

3. **It makes really no difference whether we say that interest is 

the measure of marginal productivity or the measure of marginal for- 
bearance” (Seligman). Explain and comment* on this proposition. (C. 
u. 1933 )- . 

4. Give a brief sketch of the complete theo^'y of interest. 

5. (a) Distinguish between net interest and gross interest. (C. U- 
1921, 1926). 

Explain how rates of interest yielded by investments vary. 

(C. U. Hon. 1930). 

(b) Why are there different rates of interest in different countries?' 
And why are there different rates in the same market f 

(c) Examine the causes that determine the rate of net interest at 
any particular time, and point out the obstacles in the way of the 
regulation of the rate of interest by legislaion. (C. U. 1926). 


CHAPTER VI. 

^ PROFITS. 

* Profit is the income pf the entrepreneur. 

The difference between the total money income which an 
entrepreneur receives and his expenses of production constitutes 


* Prof. Henderson in his Supply and Demand gives the current 
Hnglisb view as regards the nature and analysis of profits. 

General Analysis of profits, 

Ehmings of management, payments for risk-takii^ and 

for the spedal knowledge and advantages associated with it, are 
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the profit of.the entrepreneur. Profit thus is a surpli/ft^. above 
the expenses of production. 

The tptal profit or gross profit constitutes a composite 
income^ including the following elements: 

(1) The entrepreneur's wages • of superintendence. The 
entrepreneur often does a certain amount of work, relating: to 
his business, which can be done by salaried managers, and the 
remuneration which he receives for this is his wages of superin- 
tendence. 

M 

(2) The interest on the entrepreneur's own capital invested 
by him in the business. The entrepreneur may borrow some 
capital for his work and he may invest some of his own capital 
and the interest which he receives on his own capital is another 
element of his total profit. 

(3) Rent ofjand owned by the entrepreneur is another 

element. • 

(4) The entrepreneur is a risk-taker. The Junction of 
risk-taking he must assume himself and it cannot be transfeSfred 


ingredients of the gross profits of a business. The chief element that 
remains is that of interest on capital. Frequently, indeed, it is not 
the only one. As we saw in the last chapter, a farmer may not be 
required by his landlord to pay the full economic rent for his farm; 
and he may therefore make profits above the natural level, above the 
ordinary return for his own services^ his own capital expenditure, and 
the risks to which he is necessarily exposed. In such a case the 
farmer .is really the recipient, as we have already suggested, of part 
of the economic rent of the land; and an element of rent accordingly 
enters into his gross profits. But profits may include a surplus element 
which may arise in a great variety of other ways. A business may 
possess some decided advantage which is not to competitors; and 

it may reap high profits accordingly For the* surplus element 

arises only in so far as the costs of a business are lower than the 
marginal costs; and it is the marginal costs which with good reason, 
we are now endeavouring to analyse. The marginal costs must include 
a normal profits i,e,, a profit which iSill cover earnings of management, 
the reward of risk and enterprise, interest on capital hut nothing 
further/' 

According to the current English theory, profit is a part of marginal 
cost; and of the price of the product. According to the theory of 
many American writers, profit is not a part of marginal cost and of 
the price of the product; it is a surplus above cost, is ^the direct result 
of price fiuctnations* ''can last only as long as the economic disharmony 
or perturbation lasts, that is, as long as the forces are^ not in eqnil& 
brium." See pages 359-360 foot-note. 
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by him to an employee’ working for a salary. And the income 
of the entrepreneur which comes to him 05 a risk-taker con- 
stitutes the peculiar income of the business man, an income 
which is never earned by any one except a business man who 
undertakes risks. • 

Risk-taking in this sense requires knowledge and foresight 
on his part and it involves careful estimates of the amounts of 
product that c^n be got from diflPerent combinations of labour, 
capital and land, careful estimates of market conditions and 
special skill in knowing when to buy and when to^sell. 

The function of the entrepreneur as a risk-taker can be dis- 
tinguished from his functions as a manager. The manager's 
function is to look after the technical side of production and to 
organize the factors of production : the employer's function as 
a risk-taker is to look after the value side of production, to 
make his use of capital, labour and land mo^t remunerative by 
knowing when to buy and when to sell and at what prices. 
Another element of the employer's profit consists in his gains 
of bargaining. The entrepreneur increases profit by outbargain- 
ing the other agents of production and paying them less than 
their marginal productivity, by outbargaining the inventors of 
new machinery and processes, the consumers, etc. 

These two elements of profits viz,, (a) the income from risk- 
taking and (&) the gains from bargaining may be regarded as 
constituting the pure profit of the employer. 

(5) Other elements of profit not depending upon the 
efficiency of the entrepreneur are the following: — 

(a) Mbnopoly gains due to a monopoly advantage possessed 
by an entrepreneur. ^ 

(b) Conjunctural gains rfsulting from a favourable con- 
juncture of circumstances x^hich could not have been foreseen. 
The farmers of America may make large conjunctural gains of 
this character in one year through a failure of crops in Europe. 
The unexpected death of a king by creating unusual demand 
for mourning goods in the country will give large conjunctural 
gains to merchants who have already got large stocks of the^ 
goods and will be able to sell them at a high price. 
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So gross profits include many elements and one of these- 
elements conHsts of Pure or net profit ; and the theory of net 
Profits may he thui outlined ; 

Theory of net (pure) profit. 

The price of goods in a community must be such as to give 
to the most inefficient entrepreneurs (whose supply is required 
by the society), a profit including other items of gross profit 
[e.g., (i), (2), (3), (5) and excepting pure or net*profit] — other- 
wise the required supply will not be produced. The marginat 
entrepreneur gets no pure or net profits. The entrepreneur more 
efficient than the marginal entrepreneur gets a differential profit, 
the amount of the differential depending upon the extent to 
which the superior entrepreneur exceeds in . efficiency the 
marginal entrepreneur. 

* A zero rate, of profit. 

. - - -ry ^ - 

Qome American economists have held the view that the 
normal rate of profits is a zero rate. J^fit exists in the 


* a way this gain is self-annihilating. The uniform rate towards 
which |>ure profit tends, though it never reaches it in all groups at 
once, — 18 a zero rate. . . . Competition tends to annihilate pure profit.’*' 
— B. Clark. 

. 'Trofits are the income from business enterprise. They are not 

necessarily limited to capital A real estate operator may make' 

profits out of selling lands It is hence inexact to speak only of 

the profits of capital. 

The •best method of gaining an insight into the nature of profits 
is to consider, first, ordinary profits. By ordinary profits are meant 
the profits of a regular business that deals in a repetition of analogous 
transactions in competition with others. The term normal profits is 

less satisfactory profits are a result of fluctuations ^ in market 

value and would not exist in a state of normal equilibrium. 

■ Profits are always a surplus. They are the difference between the 
cost of production or acquisition and the selling price. They form a 
differential in a second sense. Profits are the surplus of the intra- 
marginal over the marginal producer. . . The excess of price over 
cost constitutes profits. 

It is evident that in the long run profits could not exist • in a 

state of normal equilibrium there would be no net profits, or 

surplus profits, or profits in the real sense of the word. For as soon 
as a profit appeared the entrepreneurs in other fields who were just 
making expenses would at once bid against each other in their efiort 
to secure capital and /labour, until they would capture theic share of the- 7 ; 
market, and the prbfits would dissipate themselves on the one hand-' -- 
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dynamic state, in a condition of progress ; in the static state 
(in the long run when competition has worked itsllf out) profit 
disappears, so in the long run the rate of profit is a zero rate. 

English economists are generally of opinion that there must 
be a positive rate of profits* and that normal profit is a part of 
normal supply price of commodities. 

Profit as conceived by the English economists is more in 
accordance with the usage of businessmen than the other view 
of profit (held by some American writers) which would associate 
it with progress in the dynamic state and changes in industrial 
conditions. 

Taussig, an American writer, holds that large profit is earned in 
the dynamic state and that profit is earned also by the routine conduct 
of industry. His criticism of the view which would make profit depend 
solely on the dynamic state is this : “The large and conspicuous gains 
are in fact associated almost invariably with advances in the arts, with 
boldness and sagacity in exploiting new enterprises and new methods. 
None the less, this mode of sharply separating business profits from 


in the higher rate paid for the factors of production, and on the otlier 
hand in the lower price of the product due to thtf greater supply 

Fro fits again are necessarily unstable. They last only as long as 
the economic fluctuation or variation from the normal condition conti- 
nues If a manufacturer continually introduces new inventions, 

he may retain his superiority over his competitors. ... In eveiy 
case, however, as soon as the original force has spent itself and cqp- 
petition has set in, the profits tend to vanish. 

In this sense, and in this sense only, it is true that profits tend 
either to an equality or to a minimum, , . . Interest is a part of cost; 
profit is a surplus above cost. Interest, as we shall see, has a normal 
rate; profits may have an average but no normal rate. The marginal 
producer earns no profits, , . , There is under normal c/^nditions of 
progress a tendency in the rate of interest to fall, but^ as we shall 
see, never 4o vanish; there is under competitive conditions always a 
tendency for the rate of \profits in each individual business to dis- 
appear. Thus in ordinary enterprises profit is the great lure of energy, 
and competition the great destroyer of profit. Competitive profits, the 
union of both, are hence the symptom of progress. . . . Profits are 
a result of price, not a cause of price. Production at a., lower cost 
creates profits ; competition forces price down to lower cost and 
eliminates profits. 

Profits are sometimes described as the wages of superintendence. 
Wages however differ from profits in that wages are a stipulated income 
and profits a residual income, There is a normal rate of wages, there 
is no normal rate of profits. Wages are a part of cost, profits a surplus 

above eost Above all, profits differ from wages in that profits 

are ilJie direct result of price fluctuations.** (Seligman— PHndpler). 
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^ages aeems to me artificial. Bvea the routiiife conduct c£ eatablished 
industries calls tor judgment and administrative capacity and for the 
•exercise of the same fiy:ulties that are more conspicuously and more 
profitably exercised under conditions of rapid progress. To separate 
even roughly the earnings of a successful business man into two parts — 
one wages, the other ‘profits* in the seq^e of gains from progress — 
would seem to be quite impracticable.** {Principles of Etonomics, 1926, 
Vol. II., Chapter 50). 

Examine the validity of the two following propositionss 
— <a) ^Profits tend to an equality\ (b) Profiu tend to g, 
minimam\ (C. XJ. 1933). 

Some distinguished American ecofwmists— Clark and Seligman 
among others — maintain that /in the long run and under condition of 
competition among rival proottcers, profit in every industry tends to 
a minimum or tends to vanish. This is so because competition in the 
long run forces every rival producer to lower cost and price of the 
product and also to offer higher prices to the factors of production, 
thus eliminating profit. As Seligman holds that in the long run and 
under competitive conditions profit tends to a minimum, or zero rate in 
every industry, therefore profits in all industries tend to be equal. 

Extracts from Clark and Seligman, explaining their views, are 
given in the footnotes. 

The validity of these two propositions has been questioned. 

Marshall and the English economists generally are of opinion that 
there is a positive rate of profit (not a zero rate), and that normal profit 
is a part of the normal supply price of commodities. So English 
economists do not accept the view that profit tends to a zero rate and 
in that sense profits in all industries tend to equality. For Marshall's 
view as regards profit tending to equality in a different sense, refer to 
page 418. 

In the actual industrial world to-day, competition is yielding place 
more and more to combination and monopoly’— in much larger measure 
than ''could b^^ foreseen by Marshall, Clark and other economists of 
their generation. This is the case with several leading^ industries in 
the United States, in Great Britain, in Germany and in other parts of 
continental Europe. Monopoly profit is usually high profit tending 
to a maximum rather than to a minimum. Profit under such conditions 
of combination and monopoly certainly does not tend to a minimum 
and perhaps does not tend to equality. Competition is an equaliser of 
profit. Not so monopoly. Different degrees of monopoly power in 
different industries lead to different degrees of profit. 

Different theoriee about iirofit. 

The word profit has been used in different senjses and there 
are different theories of profit^. 
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(1 ) The theory* of the early Eiq^ish economistf* English 
writers up to the middle of the nineteenth 'century do not 
separate interest on capital from the' pure profit of the 
entrepreneur. These writers use the word, 'profit*, to refer to 
the total g^in of an individual capitalist, employing his own 
capital and also doing the work of management himself. Profit 
in this sense includes (a) interest on the capital of the capitalist 
employer and also (b) his earnings of management. 

(2) Walker’s theory of profit. 

The fact that early English economists did* not separate 
interest on the capital of the business man from his earnings of 
management was due to this — at that period business ^men 
worked generally with their own capital and not with much 
borrowed capital, and so the term profit was applied to the 
entire gain of the capitalist-employer due to his capital and also* 
his management. . ^ 

In America however employers working with borrowed 
capital have long become a dominant feature of the industrial 
organisation. And Walker restricts profit to mean only the net 
gain of the employer, employing no capital of his own^ 
(Walker’s profit does not thus include interest on capital). 

Walker further maintains that profits constitute a species 
of the same genus as rent. 

(1) As rent on superior land is paid on account of its 
superior fertility or superior convenience of situation, so profit 
is due to difference in the business abilities of emplo3^ers. 

(2) As there is no-rent land on which no rentes paid, (the 
produce of the land being only just sufficient to pay the expenses 
of cultivation and contributing nothing to rent), so there is a 
no-profits class of employers. The no-profits class of employers 
earn practically no profits,^ and they manage to subsist with 
great difficulty. 

(3) As the rent on superior land is calculated, from the no- 
rent land, so the profits of the superior employers are calculated 
by comparison with the no-profits class of employers. 

{4) As the rent is not an element of the supply price of 
agricultural produce, so profits also do not form a part of the 
price af manufactured produeis^^ 
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Criticwn WalkwV thteoiy. 

The followin^f *objectiotis have been advanced against 
Walker's theory and his conclusions: 

(1) The supply of land is inelastic, it has got no supply 
price and this gives a peculiarity to rent, the income from land. 
Profit is income of capital and business power ; and business 
ability in command of capital has a supply price,, its supply is 
elastic. 

(2) A clg^s of employers earning no profits also cannot per- 
maneiitly exist. 

(3) Business men are attracted towards undertakings by the 
profits which they will be able to realise. All prospective gains 
of the business man enter into the profits which draw him 
towards the undertaking, all the investment of his capital and 
energies in making |he appliances for future production and in 
building up the immaterial capital of a business connection, 
have to show themselves to him as likely to be profitable, before 
he will enter on them. 

Normal profit is thus an element of normal supply price, 
and forms part of the price of a manufactured product. 

(3) MarshaU’s view. 

By profits, Marshall refers to profits of capital and business 
power. Maintaining the continuity of the English orthodox 
view about profits, he uses the word to include (a) interest on 
the capital owned by the business man and invested by him in 
his business 'and (b) also his earnings of undertaking (risk- 
taking) and management (organising). 

Profits in this sense constitute the reward of the capitalist 
for his ri^-taidng as regards his capital and also for his 
organizing. 

Profits are thus justified from the standpoint of private 
property undkr present conditions. 

(4) Thm SoeUBMe dieory of profito. 

For the socdsli^c theory which regards all profits a# 
'Tegalia^ robbery*^ imd for a«criticism of that theory— seCt thft 

n — 27 
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Socialist Theory of Value, Part I, pages 440-442 apd also Parf H. 
Chapter on Socialism. < 

Ptofits per annnm, and profits on the tom-over. 

e 

In profits per annum we look at the annual rate of profits 
on the capital invested in a business ; and the rate of profits on 
the turn-over refers to the rate of profits that is made every time 
the capital ot the business is turned over. 

Does the rate of profits tend to eqiialij^? 

(1) The views of Seligman and some American 
economists. 

Seligman maintains that in each particular occupation there 
is the tendency of competitive profits to a minimum, to a zero 
rate — and in this sense the rate of profits 4 ends to equality in 
every occupation. Also he states that the tendency to equality 
is true of average profits as between different occupations. 

Refer to Seligman, Principles, 1929c Chapter XXIII, also 
pages 413-414 of this book.) 

(2) Marshall’s opuiion. 

Marshall does not maintain that the tendency of competitive 
profits is to a minimum, to a zero rate. He holds that there is 
a normal rate of profit (a positive rate) in every inddstiy. But 
he asserts that in the following sense the rate of profits tends 
to equality. (Marshall, Principles, 1928, Book vi, ehapter viii). 

no general tendency of profits on the turn-over to 
equality in all industries. In some industries the rate on the 
turn-over is large, in"^ other industries the rate on the turn-over is 

moderate and in some others the rate on the turn-over is low. 

• 

The rate of profits Per annum also varies from industry to 
industry. Profits per annum are generally high, in trades in 
which the work of management is difScult- and risky ; where 
capital is relatively small and the wages biU is relativdy large. 
The rate of profite tends to low in trades, ^ which there is 
a disproportionately toge amodnt.of'd^blfr fhat f^uires 
blit little trouble and attetftion when di^ it laid down. 
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In trades in which the speculative element is not very important 
so that the work of management consists chiefly of superinten- 
dence, the earnings of management will follow very closely the 
amount of work done in the business and a rough measure of 
this is found in the wages bill. 

The rate of profits on the turn-over varies much more widely 
than the annual rate of profits on capital. 

* (i) Though there is no general tendency of profits on the 
turn-over tojequaiity, there is in each trade and in every branch 
of each trade a more or less definite rate of profits on the turn- 
over which is regarded as a fair or normal rate. 

(a) In the words of Marshall, the least inaccurate of all the 
broad statements that can be made with regard to a general 
tendency of profits to equality in different trades is that where 
equal capitals are ^employed, profits tend to be a certain 
percentage per annum on the total capital, together with a 
certain percentage on the wages-bill. It is in this sense that 
profits may be said to^tend to some rough sort of equality. 

A criticism. 

Competitive profits tend to equality under certain condi- 
tions. Not monopoly profits. Even MarshalPs careful and 
guarded statement about the tendency of profit to equality 
under certain conditions is becoming less and less applicable 
to the modern world with increasing tendency to monopoly and 
combination. 

L Rdatkm of uvagM to profits. 

' (i) The relation of wages to profits is to be studied under 
two aspects. In the long run wa^es and profits are comple* 
mentary in the sense that business prosperity may mean both 
high profits and high wages. 

(2) On the other hand, the immediate division of the pro* 
duct in each mdividual case and at any given moment anta* 
gonises wages and profits. The more that is taken as profits 
by any single mployer '-pr ^up of emplojrets, the less wi^ 
be left for wages.' 
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IL Wf««t and profits oon^mred. 

(A) business profits resemble wages ifi certain points ; amf 

so Tanssig says that profits are best regarded as simply a form 
of wages. • 

(B) Yet the differences between business profits and wages, 
in certain points are very great. 

(a) The heading chafacierisiic of the business m<in*s work 

differentiating it from the work of the ordinary workman is that 
the business man stands at the helm of industry and guides its 
operations. Into his ‘hands first flow the proceeds of the 
business, and it is he who distributes to the other agents of 
production their shares. He gets as his profit what is left after 
paying the other agents of production — the income of the 
business man, his profit has been therefore described as a 
residual share. « 

(b) The irregularity of the business*' man* s income (his 

profits) offers a striking contrast to the much greater regularity 
of the rate of wages, (i) The same enterpriser may have a very 
large profit this year and next year he may have no profits at 
all ; but the wages of the same workman will hot fluctuate so 
greatly from year to year. (2) Again the wages of labourers of 
the same grade do not vary by any considerable amount 'while 
the variations in the profits of business men of the same grade 
are much more considerable due to the chance elements in 
profits. r 

The differences in the profits of different entrepreneurs 
belonging to different grades are very great ; ancl such great 
differences dre not to be found in the wages of labourers of 
different grades. And to what facts are these great differences 
of profits due ? It is due in some measure to chance but largely 
it is due to the possession <by some individuals of qualities not 
possessed by others. 

(d) There is thus a larger element of quasi-rent of ability 
in profits than in wa^es. 

(a) With the fluctmMons of prices, profits fluctuate and the 
ffl^i^tion in the rate of is greistef than the fluctuation 
The fluctuatiohs of the business man’a profits precede 
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fluetuations in^wages and are m<!Kre extensive. A small rise in 
jffice will often increase very greatly the profit of the business 
man and will lead to a rise in wages which is much less extent 
sive. And as the rise in wages is not generally in proportion 
to the rise in^ prices, the real incft)me of wage-earners will 
diminish and they will suffer while the business men will be 
enjoying prosperous times. 

• Interest and firofits. 

Early English economists did not distinguish between 
interest and profit. At this stage, the employer was also a 
capitalist and the total income of the employer-capitalist was 
regarded as his profit ; and this total income included interest 
on the capital invested and also the remuneration for business 
management or organization. 

SmnnMury* 

1. Profit is the income of the entrepreneur. It is the exeess of the 
sale price over the cost ^ice. 

2. What is left in the hands of the employer after he has paid 
contract wages, rent and interest is his gross profit. 

The gross profit of the employer includes (i) pure profit, (2) normal 
return upon the employer’s own land, capital and service of superintend- 
ence, (3) monopoly gains and also conjunctural gains. 

Theory of pure profit. 

Pure net profit is a differential return due to the superior ability of 
the entrelbreneur and in some respects resembles rent. The marginal 
entrepreneur ^ets no pure n^ profit. 

4. Early English economists use the word profit to include 
'(a) interest on the capital of the capitalist-employer afid (b) also his 
•earnings of management. 

Walker narrows the meaning of profit to mean only the net gain 
•of the employer employing no capital o 4 his own. Walker's profits thus 
•excludes interest on capital. And he maintains that profit constitutes 
a species of the same genus as rent, and that profits do not form part 
of the price of manufactured products. 

5. There is a general tendency of profits to a rough sort of equality 
in the sense that w^hen equal capitals are employed, profits tend to be 
a certain percentage per annum on the total capital together with a 
certain percentage of the wages-bill. 

calculated ? 
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“ Questions. 

« 

X. Analyse profit^ and describe how each ^tem constituting it is 
determined* <C. U. Hon., 193a). 

What are the constituent elements of profits? (C. U. 1928). 

Analyse the nature of promts. Do you agree with the view that in 
a static society profits would cease to exist as a distinctive element in 
the distribution of wealth? (C. U. Hon. 1929). 

2. What do you understand by gross profits ? Distinguish between 
‘gross and net profits. What are net profits? How are net profits to be 

3. Sketch foiefly the theory of net profits. In what respects does 
the theory of net profits resemble the theory of rent^? 

4. Discuss the following statements of Walker : *» 

(i) Profits are a species of the same genus as rent.. 

(ii) Piofits do not form part of the price of manufactured products 

(1909)* 

5. In what sense do profits tend to a minimum and to an equality ? 

6. Distinguish between (a) profit and interest, (b) profit and 
wages. (19091 H.). 

7. Discuss the nature of profits. Are profits “legalised robbery ? 

What is the economic justification of profits? (C. U. Critically 

examine the Socialistic view of profits aS a share in distribution^ 
<C. U. 1922). 
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THE STA11E AND ECONOMIC LIFE. 

CHAPTER I. 

Public Finance. 

(Public finance is that branch of economics which deals with 
the revenues and expenditures of governments and with the 
administration of such revenues and expenditures,) 

Carl Plehn defines public finance as “the science which 
deals with the activity of the statesman in obtaining and apply- 
ing the material mdians necessary for fulfilling the proper func- 
tions of the state.*'* The expenditures of the state are for per- 
forming the state functions, and to meet these expenditures the 
state has to raise revenues and to administer them. 

Importance of public finance in modern times. 

(1) The total amount of public expenditures at the present 
time is of enormous dimensions and an enormous aggregate of 
public revenues has to be raised every year to defray these 

expenditures. 

• 

(2) Not only the total of public expenditures is very large, 
it is increasing and it is increasing at a very rapid rate. The 
gradual expansioh of public expenditures is being brought about 
by .the expansion in the functions of modern governments. A 
modern government performs many duties in connection with 
the poor and unfortunate, in connection with sanitation, educa- 
tion and public works etc., which were not undertaken by 
governments of earlier periods. 

Government business is the largest single business in every 
advanced modem state. The total expenditures and revenues 
of a government every year are much larger than the revenues 
and expenditures of the richest multi-millionaire within t^'^ 
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state. The government is the largest employer of labour within 
the country and so influences greatly rates of wages and con- 
ditions of employment for labour. And government business is 
not only vast in its extent, the influence (direct and indirect) 
that the government revenues and expenditures exercise upon 
the^ production, distribution and consumption of wealth is 
enomous. 

(3) The ifjar has enormously increased national expenditures 
and has multiplied many times national debts — the English 
national debt during the war has increased from about 600 
million to about 8,000 million, more than ten times, and similar 
increases have taken place in other countries. 

For all these reasons a study of the activity of the state, its 
revenues and expenditures, is of great importance. 

. The law of increasing puUic expenditures. 

The immense increase in public expenditure within recent 
times has led to the formulation of the law of increasing public 
expenditures by Prof. Adolf Wagner, one of the leading 
economists of modem Germany ; and the law is thus translated 
by Prof. Ely : 

“Comparisons between different countries and different 
periods show regularly among progressive nations an extension 
of public activities. This manifests itself extensively and 
intensively ; the state and its subordinated political units con- 
tinually undertake new functions, and they perform their duties, 
old and new, better and better. 

In this Way, that is through public agency, the needs of the 
population to an increasing extent, specially their common 
needs, are satisfied ; and the public services for satisfaction of 
needs continually improve in quality. The clear proof of this 
is given statistically in the increased demands made by the 
states and the subordinate political units.” 

This tendency towards increasing public expenditures 
b^me remarkable in the period 1890^1914 ; and as already 
notiM, the increasing public expenditures of most modem states 
ypere enormously increased during and after the last world-war. 
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Oivinont of PUiKe Fbumee. 

The subject of public finance has four principal divisions : — 

(1) Public Expenditures 

(2) Public Revenues • . 

(3) Public Debts 

(4) Financial Administration. 

Fundamental Principle of Public Finance.* ** 

The Jua^Ainental principle of Public Finance (as indeed 
of all l^onomics and Political Science) is* the principle of 
general welfare — the principle of the greatest social good for 
the community. 

All public expenditures are to be judged from the stand- 
point of this principle. All the revenues (taxes and other 
revenues) which the state raises to meet its public expenditure 
are to be examined from this standpoint. Whether a tax is 
good or bad, whether the tax system in a country is satis- 
factory or otherwise gsLti be known by examining the burden 
of the tax and also how the tax revenue is spent, and whether 
on the whole considering the immediate and ultimate effects 
the general welfare has been promoted. 


PUBUC EXPENDITURES. 

Pirinciples regubliiif public expenditure. 

Cr/te fundamental principle regulating publig expenditure 
is general welfare^all public expenditures are to be incurred to 


*Or. Dalton on tlio Prinoiple of 'Mazimiun Social Advantago. 

Unlike many British economists, Dr. Dalton emphasises the 
importance of having one fundamental principle at the root of Public 
Finance. He calls this principle-— the Principle of Maximum Social 
Advantage. But we have seen that really one fundamental principle 
—the principle of general welfare (Dalton calls it the Principle of 
Maximum Social Advantage)— lies at the root of Public Finance, indeed 
all Economics and /Political Science. 

**If, therefor^ public finance is to be treated as a branch of science 
economic or poUHcal, and not merely as a string of catchpenny maxims; 
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promote the welfare *of the people in different was^s. The 
maximum result should be aimed at. 

Progressive states find it advantageous to assume different 
functions at different periods ; and on the whole there is a 


one fundamental principle must lie at the root of it. This we may call 
the Principle of Maximum Social Advantage: Most of the operations of 
public finance resolve themselves into a series of transfers of purchasii^ 
power. These transfers are made by taxation or otherwise, from certain 
individuals to public authorities, and back again from these authorities, 
by w'a3r of public expenditure, to other individuals, sqpie of whom, such 
as policemen or contractors, render services in return, while others, 
such as old age pensioners, do not. ... As a result of these operations 
of public finance, changes take place in the amount and in The nature 
of the wealth which is produced, and in the distribution of that wealth 
among individuals and classes. Are these changes in their aggregate 
effects socially advantageous? If so the operations are justified; if not, 
not. The best system of public finance is that which secures the 
maximum social advantage from the operations w'hich it conducts. 
This principle is obvious, simple and far-reaching, though its practical 
application is often very difficult. ^ 

In seeking to apply this principle we need to have before ns certain 
tests of social advantage. The first which suggests itself is the need 
to preserve the community, assuming it to be worth preserving in its 
existing form, against internal disorders and^ external attacks. How 
this should best be done falls outside the scope of this discussion. 
But it is a question of wise public policy at home and abroad, and not 
merely of expenditure on armaments and police .... And, in any 
case, it is their business to try to increase the welfare, both economic 
and non-economic, of its members. 

This brings us naturally to the more strictly economic tests of social 
advantage, with which this book is primarily concerned. The two chief 
conditions of an increase in the economic welfare of any community 
are, first, improvements in productive power, and second, improvements 
in the distribution of what is produced, improvements in productive 
pow’er resolve themselves into mere increases of productive power, so 
that a larger product per head of the population shall be obtained with 
a smaller effort,* and improvements in the character of what is produced, 
so that a given amount of product shall go further in sati.sfying economic 
needs, and shall thus give rise to greater economic welfare. Improve- 
ments in distribution resolve themselves into a reduction in the great 
inequality, which is found in mo$t civilized communities, in the incomes 
of different individuals and families, and a reduction in the great 
variabilitv, between different periods of time, of the incomes of parti- 
cular individuals and families, especially among the poorer sections of 
the community. 

It should be added that the statesman is a trustee for the future, 
no less than for tl:e present. Individuals die, but the community, of 
which they form a part, lives on. The statesman, therefore, should 
prefer S larger social advantage in the future to a smaller one to-day** 
—Dalton, Public Finance, 1930, pages 9-12. 
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distinct taidency on the part of the nfodem state to ex^nd 
^adually its iunctiotis. Whether it is desirable or not on . the 
part of the state t</ undertake certain functions and to incur 
public expenditures in connection with these— in answering this 
question, the statesman should nqf, he guided by dogmatic 
theories of laissez faire or dogmatic theories of paternal inter- 
ference. 

He should be guided by a careful consideration as to 
whether the advantages to the society in that particular case 
outweigh the disadvantages, whether the welfare of the society 
is on- the ^whole increased on the state undertaking those 
functions. 

In connection with public expenditures, certain general 
considerations suggest themselves. 

(i) The amount of public expenditures should be such as 
woufonot absorb an unduly large proportion of the income of 
citizens^ it should hot impose excessively heavy burdens upon 
the people. No hard and fast rule can be given. (See Wealth 
and Taxable Capacity, pages 438-439.) 

(gl^Public expenditures should be economical, in a double 
sense(a) they should avoid waste (b) they should attempt to 
avoid all indirect evils. (3) There should be facilities for 
public criticism and adeqllate check. (4) And finally these 
expenditures should be elastic — ^increasinlJ^with the resources 
and the needs of the state and diminishing with a decrease of 
resources or needs.^ 

Classifications of public expenditure. 


Many different principles of classification have been followed 
by, different writers on this subject. 

I. J 


which control the expenditure is givenlbelow : 1 


(a) ]^iiblic. expenditaiau^by:...^^ of a 

country (i.e., the Government of India or the federal govern- 
ment of the tlnited States). 


(W Pablic fflcoenditures bv pro^ncM and stpt^ tyovemments 
(e.g., the provincial jp>vemnients oPmdia or the state govern- 
ments of the United States). 
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(c) Eablic expenditures bv locd e.g^., the Indian 

district boards and municipalities and cb^es|)onding political 
units of other countries. 

ir. A clossHicatian We wU respect 
exi>Bnditure « the foEojKlng : ' ' 

(a) l^cpenditure for national defence (viz., army, navy, 
aircraft etc.) and lor ^Tice, jails”etc7 tolcSSuntain internal order. 

(b) Expenditure for the poor and helpless. 

(c) Eglteoditofe JLox. .eduCT^ and cultur^ (schools, uni- 
versities, museums, picture galleries etc.).- 

(d) Expenditur e for industry. 

III. Plehn’s cUutsiAc^on . 

He classifies expenditure into (a) 

{or the common benefi t — ^the expehditweS f& HBie'^^SSSmoh 
BSeHs^cfa^fiSWIw (i) expen^ture for .geperal..admi nMto i- 
tjon, (ii) expenditure for t he legislativ e department (iii) esp^di- 
ture for public buildings (iv) expmiditoe foy ptd>lj5 defence 
fvt ' expenditure' for me ans of transport ation M) ei^ndSBire for 
educafi ^ (vil) expendi^e for assisting private indusines and 
commerce. ^ 

(b) ExAondit ure for t he benefit o^ individuals . 

The^Mjendtture for the benefit of Individuals includes 
(i) expenditure iot charities (ii) pen^ns for jpnbljp, gecvants 
(iii) bounty and protection (iv) exgendi^re admiiustration 

of justi ce (v) e aq^dit^ for the belkennent.oi the ^property of 
individuals (vi) in public industries. ' " 

Pirodnethre and^ improdaettva. eiqienditare. 

What the government spends (i) for developing the natural 
and material resources of the' nation by investing funds in profit- 
earning railways, irrigation works, etc., or' for the promotion 
of agricultmral and industrial development and, 'riie general 
economic, development ot the country including afforestation, 
dei^opment of harbdurs, rural transport etc. (a) fdr developing 

human resources of the nation by means of edtmational 
ViNcpenditure, expenditure on public health, etc.— nil this is 
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productive expenditure. What the Gwemment sp^ids <m wars 
and armaments lea^ to the destruction of the material and 
human resources of the nation-r-this is unproductive expenditure 
from the economic point of* view. But such ’unproductive 
expenditure’ may become necessary for maintaining the national 
independence of a country or for other political reasons. 

State Enenditare and Diatribation. . 

State expei^iture may affect distribution in different ways. 

The st&te may take money by taxation from the rich and 
give this money dir^tly to the poor — ^thus is done practically 
under the Old Age Pensions scheme introduced in Britain in 
1906 for granting pensions under certain conditions to the aged 
poor above the age of 70. 

The state may raise money from the richer classes by means 
of a high rate of income-tax and high death-duties, and it may 
spend the money'' largely in educational and public health 
expenditure for the benefit of the poorer classes as in Britain 
—this practically transfers some wealth from the rich to the 
poor, and thus distribution is affected by State Expenditure. 

The modem tendency in all progressive states is to redress 
some part of the existing inequalities of wealth among the 
different classes by State Expenditure and also by the method 
of levying State Revenue. 

The great danger of such attempted re-distribution is that 
it may^check the production of wealth in the country (i) by 
reducing the productivity of the rich capitalist and employing 
classes (a) hy making the poorer classes too dependent on state 
help. 


PUBUC REVENUES. 

j 

We have ueaft to. aee what are the different classes of 
revenues yhhiii are raised in modem states to meet the public 
expenditure. 

As there are different classifications of public expenditures 
so tiiere are different claanfications of public revenues . 
different writers.' "• • ; , 
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(A)l(public revenues may be usefully classffi^ in the 
following manner : • 


1« Extraordimiy Revenues consisting of the public 


2. Ordinary Revenues. 


Reveilles derived directly from Government ownership. 


, ‘ " (ajj^- Revenues from public domains, e,g,^ land, forests, 
mines, etc., owned by the Government in proprietory right. 

(b) Revenues from public industries, i.e., industries owned 
and managed by the Government, e.g,, the post office, many 


railways in India, railways in France, Japan, Germany, ^etc. ^ 

(c) Revenues from' interest, investments etc.,*^ e.g^, the 
interest on the Suez Canal shares owned by the British Govern- 
ment. < 


yJL Revenues derived from the incomes* of private persons 
and corporations (a) Fees, (b) Taxes.^ 

(B) Prof. Plehn classifies revenues according as they are 
justified (a) by common (b) or special benefit ; and we have 
seen that he has followed the same principle in classifying 
public expenditures. 


Public domains. 

The revenues from public domains consist of the revenues 
from agricultural land, mines and forests, etc,, owned by the 
state and managed in the interests of the public re\*2nue. The 
revenues from public domains constituted the most important 
source of public revenues in earlier times. The oldest form of 
public property is land and the public land originally embraced 
all the territory of the state. 

The German states are in favour of retaining their domains 
in lands and forests and they derive a considerable revenue 
from these sources. On the other hand, in England, France 
and the United States the policy of steadily diminishing the 
public domains has been and is being followed. ‘ 

Modem English and American writers do not favour the 
public ownership of a|;ricultural land because land under public 
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ownership (except when in charge of a highly trained body of 
expert officials as in Germany) does not form a satisfactory 
source of revenue. 

The public ownership of forests is however generally 
advocated. This is due to the fact that (a) the Government in 
its management of forests takes into account the interest of the 
community as a whole and this the private ovyner does not 
(B) the Government being a permanent institution can aflord to 
wait for a Ipng time for the economical use of timber land but 
this the private owner cannot (c) and that Government manage- 
ment is made practicable on account of the routine character 
of the business. 

Land nationalisation. 

This subject is' treated in the chapter on Rent. 

11 

Public Industries. 

Industries which -’have succeeded well under government 
management have been generally industries of a monopolistic 
character (e.g., the supply of water or gas in towns etc., can be 
made to yield a considerable public revenue). Industries which 
are naturally competi^e should be left to private hands except 
in certain cases where political considerations or the desire for 
national industrial expansion make state interference and 
control necessary and inevitable. (Refer to Book VI, Ch. ii). 

Fees and special assessments. 

. (a) *Fees. The state in the exercise of its functions some- 
times confers special benefits upon particular individuals. (A 
fee is a payment made by a citizen to the state for some special 
services rendered by the state to the citizen, and the service 
being largely non-commercial in character.^ 


* **The essential characteristic of a fee is the existence of a measur- 

able special benefit together with a predominant public purpose.’* **The 
absence of public purpose makes the payment a price; the absence of 
special benefit makes it a tax.** Seligman— Essays in Taxation. 
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(The litigant who pays the court iee tor instituting a suit in 
' a Court derives a special bene& from the payment of that fee, 
— the special benefit is that he is allowed to brin^ his case 
before the Court. 

Some examples of fees are — ^fees for passports, fees for 
recording mortgages, for recording marriages, etc.) 

(Among modern progressive nations, it is foiind that the 
relative impo^^ance of fees as a source of public revenue is 
declining, and that a greater and greater portion of public 
revenue is being rais^ not by special contributions like fees 
but by general'J^^htnbulfons like taxes.\ 

(b) Special asseMtnents . 

A speciaT'^assessment is a compulsory contribution levied 
upon^UifiLJiropei^ of private individuals in proportion to the 
special benefit conferred upon the property which is improved 
in value by public expenditure undertaken in the public interest. 

In the United States of America, a city often provides for 
the expense of improving a particular street (a) by laying part 
of the cost upon the municipality in the Jorm of a tax and (b) 
by raising the rest of the money required in the form of a 
special assessment upon the properties of those citizens which 
are increased in value by the improvements undertaken by the 
municipality. 


TAXATION. 

c 

The poet has complained "The world is always- with us" ; 
citizens in every mod^ state often mmre loudly complain 
"taxes are always wfth us.” The theory and practice of the 
modern state in every country is to tax all dtizerts if possible. 
(Refer to the modem conception of the connecti<m between 
Taxation and Citizenship in the extract from the Colw3m 
Rqxnt in pages 479-480). 

Ancient states also had their taxes. In the statement 

attributed to Jesus Christ "Render unto Cstsar tile things 

which are Caesar’s."— (Mofffcew, xxiii at), we- have- Qirist’s 
conc^tion of the citizep’s duty to pay all taxes -dde to the 
state. ■ 
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The finaqpe ministeri* ci a modem state* like ltomer*s 
must be ^ man of many counsels. A satisfactoty'' 
system of taxation will require a variety of taxes. Refer to 
Direct Taxes and Indirect Taxes on pages 450 * 455 • 


Definition of a tax. 

0 compulsory contribuHon, levied upon persons 

(natural or corporate) for the £eneral purposes of Government^ 

The mod^ru definition of a tax emphasises two eleSients T* 

(i) A tax is compulsory. , r - - - --- 

(2^ Kit IS not a measured payment for benefits received by individual 
tax-payers. In other words, a tax-payer does not pay taxes 
in the modem state in proportion to the benefits which he 
receives from the state^ Taxes are thus distinguished from 
prices — a price is a mc^ured and propotn^ate ^payment. 

and spec^ assessments are contributions made by 
persons to the govemment /or special benefits received by them ; 
tajces are levied to defray the expenses ol tniTstate for conferring 
common benefits upon^the citizens of the state* and not special 
benefits to particular persons^ 

'^^Qraxation is by far the most important source of public 
revenues in all progressive modem states. India raises almost 
half of her public revenues from non-tax sources ; and this is 
because heavy taxation of the ordinary kind as practised in rich 
and progressive countries would be impracticable in such a poor 
country gs India. In England* France* the United States and 
other wealthy and flourishing countries* taxation provides much 
the greater proportion of the public revenues'^ 

In discussing this subject of taxation we s&all have to 
examine two classes of questions : (i) Taxation in general, 

canons or Principles of taxation, theories about equity (;Wrice) 
in taxaiion etc., and (ii) particular taxes. 


Taxes under ectnel and imaginary conditions. 

Suppose uU persons in a country earn equal incomes. Then a 
single tax taking the same percentage of income from all persons will 
secure justice and a sufficient percentage will secure adequate revenue 
for the state. Taxanon under such imaginary conditions is an easy 
task for the Finance iteaister of the State. 

II — ^28 
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Under actual conditions in the capatalist and competitive countries, 
» like Germany or Britain or the U. S. A., all persons do not earn equal 
incomes. The vast majority in every such nation consists of labourers 
having low or moderate incomes. Businessmen have much larger 
incomes. Also there are may unearned incomes—large as well as small. 
There are great inequalities in income. Also there are great inequalities 
in wealth as between different citizens in the country. These differences 
in income and wealth make the task of the Finance Minister in securing 
a substantial measure of justice as between tav-payers and at the same 
time a sufficient revenue for the State, a task of considerable complexity. 
He has to levy different kinds of taxes and has to adopt various 
precautions. 

The Socialist State has not to levy any taxes. Inddstry is state- 
owned and state-managed. The State gets all income that it requires 
from state-owned and state-managed industry. There are no private 
employers and no private business and no taxation of private business. 

The State in relation to taxation of all citizens if possible 

Refer to pages 479-480 of Vol. II of this book and to pages 
239-240 of the Colwyn Report. ® 

* Can ons (or principles) of T axation, 

/Every country must carefully adjust its taxation system 
(ind^d its entire system of revenues and expenditures) to its 
economic, political and social conditions, its moral ideals, its 
history and in some degree even to its prejudices. 

For example high progressive rates of taxation on income 
and on property were condemned by the moral, political and 


♦ Prof, Cannan has his own sharp distinction between E(mity and 
Economy as criteria of taxation, the term of Econoifty “being, of 
course, understood not in the vulgar sense of spending little, irres- 
pective of the return to the expenditure, but in the sense of the best 
utilisation of available means.” “No government can .afford to, dis- 
regard the ideas of equity entertained by its subjects at any particular 
time. It is no use to try to forget the fact that^ men are generally 
prepared to sacrifice their ecdhomic interests on many altars, one of 
which is dedicated to Justice. But of the two principles. Equity and 
Economy, Equity is ulumately the weaker. History, and indeed the 
recollection of every middle-aged man, provide instances which go to 
show that the judgment of mankind about what is equitable is liable 
to change,' and that one of the forces which cause it to change is 
mi|likind*s discovery from time to time that what was supposed to be 
ciqhite just and equitable in some particular matter has become, or 
-perhaps always was, uneconomical’* (History of Local Rates, pages 

;i|iSo, 173). ; 
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sodal ideals of the commuoity in Britain smne years ago now 
these high progressive rates of taxation on income and ptoj^rty' 
are supported by the moral, social and political ideals of 
the people in Britain, they have been introduced in Britain and 
form veiy important parts of the ]Pnblic Revenues, and they 
have been made also necessary by the great inequalities of 
wealth among different classes in modem times and the heavy 
increase in government expenditures during and> after the last 
world-war. 

• 

The chief canons or general rules relating to taxation are 
the following : 


(i) The imnciple * 

^he taxes must be adequate so as to r aise a s ufficient 
enue fof the stat e — an annual recurring* deficit is a great 


political and economic evil and it must be prevented.'^ If the 
revenue required fdr enabling the state to discharge ith proper 
functions, if this revenue cannot be raised by good taxes only 
it will be necessaiy to levy even some taxes of somewhat inferior 
quality — ^specially this has to be done in war time and other 


periods of stress. 

(2\ ^The principle of equi ty 

wr iters "Sre aye e^ that equity in taxation is a fundan]tf,i!f^^ 
requiS t^the Pur denlSrHxaSo^^ be distributed equitably 
allSh^ all cI^es*'oTTKe pp^latibn.y Now how is justice' in 
taxatioQ^SnEIe secured ? Economists^ and financiers are by no 
means unanimous on this point, but the opinion widely accepted 
among modern economists is that equity (justic€\Js^ best secured 
by following the ability or the faculty />nnct>ie(^ersons should 
be taxed l)y the state, in propo^on to their ability to cohtrit>ute. 
And for this progressive taxation is necessary) 

Pmr a discusrioa of the question of equity (justice) in 


taxati<»i, refer to pages 440-445. 


(3) Ths principle of ^conrmy. 

^tbia principie ^edafjm'&i' other things being equal tlKKse 
taxes are most 8t|TOble..and should be chosen (i) ^ cost of 
coilecHM of which, is small. i njgixg)o rtion to the te^ue'^ra^ 
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duced by the tax, (ii) the indirect Ices occasiotie^ by which to 
the country is small in proportion to the proceeds of the tax. 
A tax which would require a large number of officers to 
supervise the collection of the tax would be expensive and 
would be opposed to the principle of economy. \T axes which 
hamper production or injuriously affect consui^tion are also* 
against this principle of economy. A tax upon an industry,, 
subject to ther law of increasing returns, would cause a con*- 
siderable loss of consumer’s surplus to the country and woufdi 
be thus opposed to this principle. Taxes upon the oonsumption 
of injurious articles, e.g., alcoholic liquors and other intoxicants 
would diminish the consumption of these things and would 
be quite in accordance with the principle of economy. 

Also as far as possible taxes should be so selected as to 
cause the least possible amount of inconvenience to the tax-* 
payers as regards time, place and mode oi payment etc. 

(4) Th e principle o f certainty . 

^axes^should not only be equitable, economical, they should 
alsoSatisfy the principle of certainty. 

The principle of certainty maintains that taxes should be 
framed in such a manner that people who have to pay taxes 
shouU be certain what they have to pay, when they have to 

pay-/ 

(5) The prindtle of variety. 

Every tax tends to bear unjustly t^n some particular class 
of people ; so there should be variety in the matt^ of taxes, 
there should be different kinds of taxes, neutralising the defects, 
of one another. n 

( 6 ) The principle of ^ e ^hility. 

i A country has sometimes to increase its public revenues to 
meet a temporary or a permanent increase in the public 
expenditure. The tax ^stem of a country as a whole, should 
be flexible in the sense that the total tax revenue can be 
increased within '^reasonable limits by increasing the rates of 
jdt or some of the taxes of that astern, wjthonl .altering* 
l^bstantially the distrilmtion of the burden of taxatiem upom 
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the different ^classes of •the people. Flexibility is not only 
^edurable in any pacjtictilar taz^ it ia eminently desirable in the 
tax system as a whole. 

The inoome tax in Britain has elasticity in itself^ and 
it introduces a highly valuable element of flexibility in the entire 
tax system of Britain ; it has been introduced in India and 
recently in Prance which for a long time was opposed to it.) 

• Notice that the principle of certainty is*practicall 5 r an 
application of the principle of economy with the object of 
securing the convenience of the tax-payer as much as possible, 
so that he may have the minimum of inconvenience ; that the 
principle of variety is practically an application of the principle 
of equity (or justice) in taxation, and it tries to secure equity 
or justice in taxation through a variety of taxes ; that the 
principle of flexibility tries to secure justice and also a sufficient 
revenue and is thu#deducible from the principles of equity and 
sufiSiciency. So tkie^principles of equity, sufficiency and economy 
are the three fundamental canons of taxaiion. 

• ^ 

Ada m Smithes cqnOM.^otJ3£}MS2k^ 

of taxation have exen 

notable influence in the history of financial theory and they possessps^ 
considerable historical importance. They have however been criticised 
by recent writers, Walker being specially prominent in this connection. 
Adam Smith’s canons ate gl'W below : 

I. The canon of ability . / 

The objects of s£y state onght to contribute towards the support 
of the government, as nearly sis possible in proportion to their Respective 
abilities i.s. to proportion to the revenue which they respectively enjoy 
npd^ the* protection of the state 

II. The canon of certify. 

qnie tax which eacffWfMfSu^ is bound to pay ought to be certain 
and not arbitrary. The time of payment, the manner of payment, the 
quantity to be paid, ought all to be dear and plain to the contributor 
and every other person. gm 

in. The canon of convenience . 

Bvery tax ought to CSTRVliB' lit m time or in the manner in which 
it is most likely to be convenient for the contributor to pay it. 

IV. The canon of M 

Bvery tax onghi to bcsocontnved as to take out and to keep out 
of the podESls of the^peo^le as little as possible over and above what it 
briiga into the pnblle fhmttsy.^ 
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These canons of Adam Smith have be^n accei^ted by many eronomic 
writers but within recent years they have been subje^ed to criticism^ 
"Xdam Smith's canon of ability practically corresponds to the modern 
'tanon (or principle) of equity^ His canons of certainty, convenience and 
economy may be still accepted. 

9 

Sir Jbeiah Stamp on a three-fold treatment of taxation: 
qnestions. 

In connection with the canons of taxation it is to be noted that 
taxation questions may be looked at from three different standpoints : 

(i) The standpoint .of the individual taxpayer. 

(a) The standpoint of the Government imposing the taxes. 

(3) The standpoint of society as an economic organisation produc- 
ing, exchanging and consuming things. 

Sir Josiah Stamp maintains that ''most taxes in practice represent 
the best practical compromise between the three standpoints that can be 
arranged in the particular circumstances of the tfmc.” 

From the standpoint of the individual taxpayer, his ability to pay 
is to be considered and also how ability is to be measured by income or 
expenditure or both and also how his income is to be calculated, what 
exemptions and concessions are to be granted and also the question of 
progressive versus proportional taxation. 

From the standpoint of the state, the state as a tax-gatherer has to* 
consider (i) whether the tax is economical and the cost of collection ia 
moderate; (2) whether it is practicable and within the powers of the 
administration for assessment and collection; (3) whether it is specially 
liable to fraud and evasion; (4) whether the imposition of the tax tends 
to dry up the source of the tax ; (5) whether it raises political difficulties 
at home and provokes unrest ; (6) whether it raises international! 
difficultiei). « 

From the standpoint of the economic society we have to consider 
the economic *effects of the tax on production, distribution, exchange 
and consumption of wealth, accumulation of capital etc. For example, 
progressive taxation is advocated among other reasons on the ground 
that it secures a better distribution of wealth within the community.. 
Also we have to consider certain non-economic effects, e.g. the health 
of the community, the prevention of crime etc. in connection with the 
tcucation of things like alcoholic liquors. 

Wexlth and Taxabk Capacity. 

The idea of taxable capacity of the people or a limit to the taxable 
capacity has developed recently in connection with the heavy expendi- 
tures of modem governments during and after the last world-war and 
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partly also in connection witl^ the question as* to how far Germany can 
be made to pay*thd expenses of the War. 

What is the taxable capacity of a country? 

Is it what the people living in that country can afford to pay as 
taxes to the government? Or, does the^ taxable capacity depend upon 
the income produced ^in that country, whether part of the income pro- 
duced goes away from the country or not? 

Most states in modem times tax under both principles, viz., the 
principle of residence and the principle of the origin %)f income— thus 
giving rise to the problem of double taxation. Britain taxes under 
both principles and so for taxation purposes the income of the British 
people is . calculated as the national income produced in Britain plus 
the income which British investors derive from their investments in 
foreign countries. 

We approach the subject of the taxable capacity of a people by 
calculating their aggregate income minus the aggregate amount 
required for the subsistence of the population. So the taxable capacity 
decreases if the aggregate income remains the same but the aggregate 
amount required for tne subsistence of the population increases because 
of increase of population. Again if the standard of consumption among 
the people is lowered during a war and after it and the people are 
ready to make sacrifices jn consumption on account of patriotic or other 
reasons then the taxable capacity of the people is increased. ***This 
question of taxable capacity is necessarily relative — relative not merely 
to our production, but also to how much we desire to save and horn 
little we are prepared to consume .... taxable capacity is measured 
by the difference between two quantities— the total quantity of produc- 
tion and the total quantity of consumption.*' 

Sir Josiah Stamp discusses several reasons as to why the limit of 
taxable papacity of a people is relative and not an absolute or fixed 
figure : . 


* Sir Josiah Stamp— Wealth and Taxable Capacity. • 

*' (i) The limit of taxable capacity depends upon what the taxation 
is to be raised for, whether for reduction of debt or payment of interest 
on debt within the country or payment^ of debt out of the country. 

(2) It depends upon the spirit and national psychology of the people 
taxed, which may be influenced by patriotism or sentiment. 

(3) It depends partly on the way the taxation is raised, both as to 
the methods adopted and the rate at which the increase is laid on. 

(4) It depends on the distribution of wealth. 

(5) Its rate of increase is greater than the rate of increase in wealth 
and it shrinks more rapidly than wealth diminishes. 
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* ThMriM about 'oqoity (jnttieo) in tasatioii. 

What is the idea of just taxation? 'Bhis is a question of 
the greatest theoretical interest and practical importance in 
public finance. It is a question which has engaged the earnest 
attention of economists and statesmen all, over the civilised 
world. There are numerous theories on this subject and some 
of these are given below. 

It is clear that equal amounts of taxes from a rich man and 
from a poor man will not secure justice — for the ricji man with 
an income of a lakh of rupees every year and paying a tax of 
Rs. 30 a year pays a very small percentage of his income, while 
a poor peasant with an income of Rs. 60 a year paying the same 
amount of Rs. 30 a year as taxation will have very little left for 
his own wants. 


* Walker on the ideal tax# 

The ideal tax, according to Walker, ia a tax on faculty. Faculty 
(the power of production) constitutes the only theoretically just basis of 
contribution. Suppose a work of general concern reouires to be con- 
structed. All able-bodied persons should turn out, and each man work 
according to his faculties, in the exact way in which he could be most 
useful. This is the form of contribution which is prevalent in all 
primitive communities; and the largest tax of modem times, viz, com- 
pulsory military service is assessed and collected precisely on this 
principle. 

Walker admits that the faculty tax though it is the ideal tax is 
impracticable as the sole tax, in a complicated condition of uidustrial 
society. Hence we have the different taxes^on expenditure, on income, 
on capital etc. « 

Purely ^economic’ theory of Taxation. 

This theory boldly proposes to abandon altogether the attempt, to 
follow out the equities of 'contribution. Walker sums up the theory 
thus : *'Why make the hopeless effort to apportion the burdens (<x 
taxation) with absolute justice^ Get the best government you can; 
maintain it at the least expense consistently with efficiency; collect the 
Tevenue for the service by the most convenient, simple and inexpensive 
means.” And in this connection Walker quotes McCulloch : ”The 
distinguishing feature of the best tax is not that it is most nearly pro- 
portioned to the means of individuals, but that it is easily assessed and 
collected and at the same time, most conducive to the public interest.” 
llie purely 'economic* theory of taxation is opposed to the modem 
social conception of securing justice in taxation as among the different 
iax-pa3rers; and it is now generally rejected. 
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(i) TIm bciMfit t]|«q|ty. 

• » 

^ This theory m a i n t a i n s that justice in tsxatitm is secured by 
tarring each citizen in proportion to the bmefit he receives from i 
the activity of the~smte. ' ' “'* ** 1 

The benefit theory is open to the following objections : 

(a) In a certain sense the weak and the poor receive the 
greatest benefit from the Government. In a modern progressive 
•country like Britain they get free education and are, if neces- 
sary, main^ned at the government expense. Though they 
receive the greaest benefit they are however least able to bear 
the burden of taxatiop ; and it would be unjust and immoral to 
tax these poor men in proportion to the benefits received by 
them. 

(h) Again as regards different classes of society it is impos- 
sible to point out^ exactly what proportion of general benefit 
goes to particular^ individuals. ^ taxation in proportion to 
ibenefits becomes impracticable. 

I (The benefit theory really applies not to taxes but to fees 
land special assessmefits which are levied in proportion to 
(benefits received by persons making these payments). 

(ii) * Tbe equal sacrifice theory. 

Many writers maintain that taxation to be just, should 
cause equal sacrifice among the tax-payers. 


*Pigon on the rival claims of least aggregate sacrifice and equal 
sacrifice to serve as ultimate principles of taxation. 

**Some Authorities hold that to make the a^m^ate sacrifice 
associated with the raising of revenue as small as possible is an ultimate 
principle : others that to make the sacrifice borne by* all the several 
members of the community equal is an ultimate principle : . . . . 

In my view there can be no question that, subject to the qualifica- 
tions set out in $2, least aggregate sacrifice is an ultimate principle 

of taxation So far as political* theory is concerned, maximum 

Afirsregate welfare is everywhere accepted as the right goal of govern- 
ment In the .spe(^l field of taxation this general principle is 

identical with the principle of least sacrifice. Its vandity appears to me 
to be given directly in intuiticm. 

The claim that equal sacrifice is an ultimate principle of taxation is 
more controvemial .... there is at least as good a case for taxation 
that makes net satisfaction equal as for taxation that makes sacrifices 
equal. Indeed there is it better case. 

We have (me ulthnate principle, rumely, least sacrifice, whose claim 



443 


OUTLINES OF ECONOMICS 


]^ual sacrifice is taken by same writers to ^ean equality 
of proportional sacrifice and not equality pf absolute sacrifice. 
In other words the taxpayers after payment of the tax should 
occupy the same relative positions, which they occupied before 
they were taxed. (Po acobrding to the equal sacrifice theory 
taxation should be so framed that the mar^nal utility of income 
of different tax-payers is affected in an equal degree by the 
taxation impo^d.)* 

This theory accepts the existing distribution of wealth as^ 
just and it holds that taxation to be equitable should leave 
present distribution undisturbed by imposing a proportional 
sacrifice upon the taxpayers. 

Edgeworth’s theory of minimum sacrifice. 

J. S. Mill in advocating equality of sacrifice between indi- 
viduals in the matter of taxation held th^ the principle of 
equality of sacrifice was fair to individuals «and that it would 
lead also to the least sacrifice for the community as a whole. 

But Mill was wrong. • 

Suppose that it causes equal sacrifice to take Rs. lo from 
a man with an income of Rs. 500 a year and Rs. 1,000 from a 


is undisputed : and a second ultimate principle, equal sacrifice among 
similar and similarly situated persons, but not among others, whose 
authenticity is somewhat less secure. If the second of these principles 
is recognised as well as the first, there is, for analysis, a conflict of 
ideals. Both the **ultvtnate** principles must be brought before the 
tribunal of something more ultimate still, i.e, the principle of maximum 
good, and weights must be assigned to them so proportioned that good 
as a whole, including the good of eqiiality, shall be made as large as 
possible. In practice, houtver, as will appear presently, tax arrange- 
ments that conform to the principle of least sacrifice always and 
necessarily conform also to tlib principle of equal sacrifice among similar 

and similarly situated persons Though, therefore, for academic 

persons thens may be a more complex esoteric doctrine, for politicians- 
and men of affairs we may properly assert that least aggregate sacrifice 
is the one ultimate principle of taxation"— A. C. Pigou, A Study in 
Public Finance, 1928, pages 58-61. 

* By equality of taxation, some economists mean that taxation 
should involve this equality of sacrifice on the part of the tax-payers. 
Bly suggests that equality and uniformity in practical application 
have come to mean little more than this, that taxation shall not be 
arbitrary, capricious, or plainly unreasonable, and that within eacb 
class of persons or objects the burden shall be equal. 
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man with an^income of Rs. 50,000 a year ] but even then it 
will cause less sacryice to the community to take Rs. 1,000 as 
taxation from one man with an income of Rs. 50,000 a year 
than to raise the same sum of Rs. 1,000 in taxation by taking 
Rs. 10 from each of one hundred nnen with an income of 
Rs. 500 per head per annum. This is the substance of 
Edgeworth’s theory of minimum sacrifice. 

. Edgeworth's theory of minitnum sacrifice Jias substantial 
theoretical merits ; but it cannot be followed as a practical 
policy. If. following this theory taxation rising to 100 p.c. 
was concentrated on the highest incomes, such incomes would 
disappear and then taxation would fall on the lower incomes ; 
and such heavy taxation of the highest incomes would check 
the growth of capital and production of wealth in the country. 

Kgou’s discussion of the rival claims of least aggregate 
sacrifice and equc^ sacrifice as ultimate principles of taxation 

is interesting and.important. See pages 441-442, foot-note. 

* ^ 

(iii) The faculty tfieory. 

<^re ofjqpinion'^at justice in taoaatiQlL 
can be secured by foll^ing the faculty or ability principle. 
Taxation should be levied upon persons in proportion to their 
faculty or ability to pay and not in proportion to benefits 
received by them. 

In theory it is just that men should be made to help the 
state revenue in proportion to their power to help themselves. 

Persons who can earn large sums for themselves and so 
have abililiy to pay heavy taxes should be made subject to heavy 
taxation though these persons may not derive much direct benefit 
from the taxes ; and the poorer classes who cannot earn much 
for themselves have comparatively less ability to pay and so they 
should be taxed lightly though they may derive much direct 
benefit from the proceeds of taxes! Faculty is a better criterion 
than benefit. 

Now how is faculty* to be measured ? 

(a) Mill and others will measure the faculty or ability to 

•Sir Joaiah Stamp states that ability may be subject to five tests. 

"The problem , of ability to pay might appear at first sight to be 
adequately dealt with by putting the question, *How much have you 
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pay taxes by the burien or sacrifice ^involved in Jax pa3anents. 
^e above. ^ 

V (b) Some suggest that faculty is to be measured by con- 
^mption.. This view is not satisfactory because the consump- 
noii of the poorer classes *is greater than their ability to pay 
and the consumption of the richest classes is less than their 
power to contribute to the state revenue. 

> (c) Again rother people suggest that p roperty is the true 
measure of ability. The objection to this istliat property differs 
greatly in productiveness, and that a man with a small proi>erty 
may have a large income and consequently great ability to 
bear taxation. 

(d) Then there is the view that i ncome i s the best measure 
of ability. This is the view least open to objection and most 
widely accepted. 

Of course income as a measure of ability is not completely 
satisfactory in every way. This is because ’’equal incomes are 
not equally permanent and so do not measure the same ability 
and also because of two persons virith equal incomes one may 
have a larger family to support and so may have less ability to 
bear taxation. 

If is impossible however ta find a better single measure of 


got coming in?’ This I refer to as to the Quantitative aspect. But 
under the stress of modem high rates of taxation this can only be 
regarded as a beginning to a series of questions, and we must ask, 
*Over what period?’ A commercial traveller, for example, having had 
a fine week on the road, might be tbipking only of his recent experience 
and answer, *1 am doing at the rate of a £i,ooo a year.** This point 
must be dealt with under the heading the ^Time Element/ Then 
follows the question, *Are you sure it was pure income, without any 
wastage or return of capital?” which is a matter to be referred to 
hereafter as the 'Economic' or 'Pure Income' aspect. Even at this stage 
the true verdict as to comparative ability cannot be produced. We 
must ask, ’How do you get it?* •because we want to know whether it 
has any reserve behind it, or whether its continuance depends entirely 
upon the continuance of me worker himself. This may be termed the 
'Precarious' or 'Earned* income discrimmation. Then follows the highly 
personal question, *Are you free to spend it all how you like, or have 
you unescapable family claims upon you?* and to this aspect may be 
given the title 'Domestic Circumstances.* Finally, there would he some 
who would ask, *Did you get anything in excess oi the sum xeqtdred to 
induce you to give yovix service or lend your capital?* This may be 
<alled the 'Ecdhomic Surplus Distinction.' 
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ttbility thoH incotne ; tund Q%e only course open to us is to levy 
tMes^on income or revenue and in cases where it leads Ur 
injustice to remove \he injustice either by varying the rate of 
tht tax or by inheritance and other taxes and in other ways. 

• 

(tv) Hw gmenil wdfure theory. 

What is a just tax? What is a just tax system for a 
country? My suggestion is that in this matter (as in all 
questions of Economics, and indeed of all social sciences) the 
answer is t 5 be sought in the general welfare theory. What 
the state should take as taxation from each individual citizen 
and from all citizemf should depend upon considerations of 
general welfare. Considerations of general welfare demand 
among other things that (a) in assessing and collecting a tax 
or taxes, the individual’s economic minimum for a civilised 
physical and mentnl life should not be encroached upon and 
that injury to natidnal production of wealth should be avoided 
as much as possible and that existing large inequalities of 
income and wealth should be decreased (b) in spending the 
tax revenue, the chief and exclusive aim should be the 
promotion of general welfare. 

The faculty* theory can be brought under this general 
welfare theory. Also die principles of least sacrifice and equal 
sacrifice. 

PHtgresshre and Pirop ortie iMJ TaxatknB,* J 

If the /ate of taxation remains the same for all incomes 
(or property) large or small, then we have proporiional taxation. 
[When there is a proportional tax of 3 p. c. on incomes, then 
an income of Rs. 300 would pay Rs. 9 (3x3—9) ^ taxes, an 
income of Rs. 500 would pay lU, 15 (5 x 3 = 15), an^ income of 
Rs. 1,000 would pay Rs. 30 (10x3^30) and so on.] 


* J. S. Mill was for proportional taxation in his Principles of Political 
Economy published in z8iS; he suggested that a minimum of income 
necessary K>r physical existence should always be free from tax, and 
that earned incomes should be taxed at a lower rate than incomes from 
investments, for earned incomes would have to make provision for the 
future which was not neoemary in the case of permanent income from 
investments. 
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If the rate of taxa&qn increases 4s the income (or property) 
increases, then we have progressive or gradunied iaxation. 
[Suppose the rate of taxation is 3 p. c. for Rs. 100, 4 p. c. for 
Rs. 1,000 and above, 5 p. c. for Rs. 10,000 and above, and 
hijs^her rates of taxation for larger incomes then we have pro- 
gressive taxation]. 

We thus have proportional and progressive taxation of 
income ; and ^Iso proportional and progressive taxation of 
property, 

( 

Justice in taxation is attained by levying taxes according 
to the faculty of tax-payers. 

f 

The faculty theory leads directly to the question of pro- 
gressive and proportional taxation. Now which is the better 
measure of faculty ? A proportional rate of taxation or a pro- 
gressive rate of taxation} ^ 

Regressive and Degressive Tantion. 

If the rate of taxation diminished as the income or property increases 
we have regressive taxation; and if the rate of taxes increases faster 
than the income or property but towards a fixed maximum rate, which 
it can never exceed, it is known as degressive taxation. 


Arguments in favour of Progressive Taxation. 


(Most economists are agreed that the ability of a person to 
pay taxes increases more than in proportion to the inc/rease of 


Progressive taxation 
is a better measure of 
faculty than propor- 
tional taxation. 


income or property ; and so following 
the ability theory, the rate of taxation 
should be higher for larger incomes or 
Istrger properties.) The justice of pro- 


gressive taxation follows naturally from the ability or the 
faculty theory. 

(^Progr^sive Taxation gets strong theoretic support from 
the margmdl theory-V'Tt was not until the marginal theory 
was thoroughly worked out on its psychological side that pro- 
gressive taxation obtained a really secure basis in principle 
. . . . . the principle's bs^d^upon the diminishing utility of 
money or wealth as a whole to its posssesm.” 
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(2) CjProgressive taxa^on has also •been defended on the 
Si^onnd that <he larger the income the greater is its power for 
the production of lEurther income^ 

(3) Progressive taxation is justified by certain writers by reference 
to the **rental’* conception in economic* theory. 

According to Mr. J. A. Hobson, the price or reward of a given 
factor in production, whether interest or wages, is fixed by the reward 
payable to the marginal supplier and the superior reward paid to a 
pbrson with a position of advantage is in the nature of economic rent, 
and as its withdrawal would not lead to the withdrawal of the supply, 
it is capable of bearing taxation without further shifting. This is 
Mr, Hobson's doctrine of the taxation of surplus — costs cannot be 
taxed in theory and oi^y the surplus (or the rent element in wages, 
interest and profit) can be taxed without further shifting. And 
Mr. Hobson assumes that these rental or surplus elements are more 
likely to exist in the incomes of larger amount and therefore progressive 
taxation of income is roughly taxation of surplus. 

(4) progressive taxation has been also justified as an 
instrumem for social improvement. 

According to certain writers the present distribution of 
wealth is unfair to the mass of the people and the labouring 
classes ; and the State by means of progressive taxation might 
make society better for the people at large than it is now, 
through increasing public expenditure on old age pensions et^ 
In Prof. Marshall’s words, the State is "to use its powers for 
prompting such economic and social adjustments as will make 
for the well-being of the people at large." 

AinBraiiiMits againit^ progreMive taxation (and in favour 
of proportional taxation) ; and an examination of these 
arguments. The opposition to the principle of progression is 
b^sed partly upon an objection to the principle of progression 
and partly upon adminisfrative and other difficulties connected 
with it. 


(i) Sbmh critics say that a progressive S3rstem of taxation 
with its higher rate for the upper classes is socialistic. They 


Progressive taxation 
wrong in principle. 


maintain that progressive taxation 
seems to regard the existing system of 
the distribution of wealth as* unjust 


while as a matter oi fact, the existing system is just and should 
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not be disturbed. Sb the progressive system is wrong in. 
principle. * 


And also wrong in its 
method. 


{z) £ven if it be admitted that the present system of the 
distribution of wealth is defective, the defects should be 
rentedied not by taxation but by more 
direct methods dealing with the root 
causes of existing inequalities. Better 
educational faqjlities for the people, proper control of monopoly 
industries and a provision for wider industrial opportunities are 
much better instruments for removing the defats of the exist- 
ing system of distribution than any system of progressive 
taxation. • 


Writers who do not regard progressive taxation as: 
socialistic and who arc not opposed to removing some parts of 
the existing inequalities by taxation, some of these writers 
point out other objections to the applicatiorf of the progressive 
principle. 


(3) Progressive taxation, it is maint^ed, would check ther 
accumulation of capital and by checking the accumulation of 
capital would hamper production of wealth within the country.. 
[The answer to this is that even a proportional tax will check,, 
to some extent, the accumulation of capital ; and hence this, 
argument against progressive taxation is, more or less, an argu- 
ment against all taxation in general. The argument is not 
therefore of much practical value.] 

(4) A progressive tax would he Vui slightly mgre produc* 
tive of revenue than a proportional tax and so there is no 
necessity for a progressive tax. (This is an argument used by 
some opponents of progre^Ssive taxation. The answer to this, 
is (a) in many cases progressive tasthtion will mean a much: 
larger revenue, (b) and evta in that case whfre it is only 
slightly more productive than a proportional tax, yet it will 
fall to a greater extent on the richer classes and less on the 
poor classes and will thus secure a larger measure of justice, 
for the masses). 

(5) " Another argument sometimes advanced, in. favour of 
proportional and against progressive taxation is that a progres-^ 
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sive tax w<nUd lead the riciLer classes to make false statements 
about their incomes so as to avoid the higher rate, 

[The defenders of progressive taxation reply that persons 
who are capable of making false statements will attempt to 
evade proportional as well as progressive taxes and so the 
objection does not apply to progressive taxation alone.] 

(6) Another aig^ument put forward agains^ progressive 
taxation and in favour of proportional taxation is that a pro- 
portional tax^iS uniform whereas a Progressive tax has a varying 
rate and the variation of the rate is arbitrary and capricious. 
(We may answer to ^his, that all taxation is more or less 
arbitrary in this sense, the rate of taxation being fixed not by 
any natural law but being determined by the ethical judgment 
and the commonsense of the government.) 

Conclusion on JProgressive Taxation. 

An examination of arguments advanced against progression 
thus shows that the ^objections against progression are far 
from decisive and indeed go to support the case in favour of 
progression. The progressive system is not only theoretically 
just, it is practicable and its administrative difficulties are greatly 
exaggerated, 

A moderate degree of progression should he aimed at. 
Very hi§h progression will be perhaps unjust, arouse great 
opposition from the rich* and propertied classes, check the 
accumulatioif of capital, slacken the energies of industrial 
leaders and retard industrial progress. The progressive rates 
of taxation should never exceed (and perhaps should never 
reach) loo p. c. on any part of income. 

The subsistence minimum must «be exempted from taxation. 

The aim should be progression for the taxaiion system as 
a whole — stronger progression might be necessary in the case 
of one tax so as to counteract the injustice and injurious effects 
of other taxes. 

The enormous expenditures of the last war have brought 
about a great extension of progressive taxation. 

n— ag 
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Why should the^rieh pay moBs in taxes than the poor? 
(C. U. 1930). 

^7he rich should i)ay more in taxes than the poor because 
tiiey have greater ability ^(or faculty) to make contributions to 
the income of the state.^ How is this faculty to be measured 
— according to burden w ^crificej according to consumption 
or property or income? ^odern economic theory and the 
practice of nktions agree that the best course open to us is to 
levy t{fxes on income or revenue and to supplement it by 
inheritance and other taxes and also by some taxes on 
consumption.^ Refer to Vol. II, pages 450-464. 

(The rich man’s faculty to pay tax on income or property 
increases more than in proportion to the increase of income or 
property. So modern economic theory and practice are in 
support of progressive (not proportional) ^^taxation of income 
or property.^ Refer to Vol. II, pages 446-459. 

v^In modem countries progressive taxes on income and 
property (including death duties and inheritance taxes) follow 
the principle that the rich should pay more in taxes than the 
poor, as the rich have greater ability or faculty to pay. Taxes 
on necessar ies (customs taxes for revenue or protective purposes, 
also internal taxes) impose heavier Jburdens on the poor than 
on the rich, for the poor spen a j^eater portion of their income 
on necessaries than the rich. Such taxes go against the 
prin ciple of t he rich paying more in taxes than~lEe'pe6f,'^T)ut 
thev _ have been 'TmpcTsed in many countries to provide a 
sufficient revenue for the government. Such t&es, if very 
mod erate i n amoun t and not leading to the stinting ^ 
necessaries by ,the poor will pot lead to great hardship and 
injustice if the y are balanced by substantially progressive taxes 
on the income and property of the rich\ Refer to Taxes on 
Income, Property (including death dutiesl) and commodities. 

Direct and lndnr«t TSuw. 

(^reci taxes are taxes ifnposed by the state upon persons 
who are expected to bear the burden of these taxes and who 
are not expected to be able to shift the tax burdens to other 
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persons. In pther words ike case of a direct tax, Ifcs tax^> 
payer is also the tw-beare^at least in the expectation of the 
lawgiver. (If the Government levies a tax upon the incomes 
of its servants and collects the tax deducting it fr<Hn salaries 
then the tax levied upon the Government officials is also 
ultimately paid by them. This tax upon the incomes of these 
officials cannot be shifted by them to other persons and so it 
a direct tax) • 

(jf^irect taxes are taxes which are imposed upot^ persons 
who are expected to shift the burden of the tax to other persons. 

Suppose the G^^vemment imposes a tax upon books 
imported from abrpad, and the book-sellers realise the tax 
which they pay to the Government by selling the books at 
higher prices to purchasers ; then the tax on books is an 
indirect tax. The tax is first imposed upon the book-sellers 
but it is ultimatel:^ shifted by them to the book-buyers. ^ 

The principal direct taxes are the land taxes, property 
taxes, poll taxes and J^qjaeuiaxes ; the indtrecflaxes are the 
custom duties, excise taxes, most fees and licenses. 

Many writers doubt whether after all, the distinction 
between direct and indirect taxes is a real one, since many 
taxes which seem to be direct, at first sight, are regularly 
shifted to others. 

Advantages and disadvantages of Direct Taxes. 

(A) Adbrantages. 

(t) Direct taxes are pr<q>orti<Miate to income or pr(^;>erty’ 
and in this way they are more eqtdtabU (just) than indirect 
taxes. 

Also in the case direct taxes alone, the important 
principle of graduation (progression) can be applied to income 
or property according to amount end source etc. 

(«i) In rich and progressive modem states like Britain, 
direct taxes like the Inoxne Tax (and the super-tax) and Death 
Duties (Inheritan<» '^es) etc., are also very productive,^ and 
contribute the greater part d the total revenue of the nation. 
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Also the Income Tax introduces a very c valuable and 
much-needed element of elasticity into the tax-system of the 
country. 

{in) Another advantage attaching to direct taxation is that 
it is collected at the source and so there is less chance of 
evasion. 

X^) The ^tax-payer also knows definitely what he has to 
pay and when and why. 

So governments are compelled to be economical and care- 
ful. ‘Tf you had only direct taxes, you would have economical 
government** (Gladstone). . 

(B) Disadvantages* 

(t) Direct taxes being directly paid by the tax-payers are 

more felt and so are more unpopular than rddirect taxes. 

€ 

(ii) Another difficulty is the necessity of assessment in all 
direct taxes. There must be a valuation of the object upon 
which it is charged and this affords opportunity for evasion on 
the part of the tax-payer and for arbitrary official action. 

With the progress of society and education, people will 
come to see that direct taxation is really more just and 
economical than indirect taxation through increased price of 
commodities ; and then the unpopularity of direct taxation will 
decrease. , 

(itf) It is also sometimes said that direct ta^^ation is not 
expansive and does not grow in proportion to tlie increase of 
national wealth. This is not correct, as the English income- 
tax has produced a lar^e and expanding revenue. 

* Advantages and Disadvantages of bidir^ Taxes. 
(A) Advantafes^ 

Indirect taxes are strong exactly in those points in which 
the direct taxes are weak. 


* After-war Problems. 

Our Money and the State (Hartley Withers). 
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(t) Indirect taxes bei:^ paid indirectly by the tax-payers 
are not so muCh felt and th^fore are more popular than direct 
taxes. * 

(it) One advantage is that indirect taxes on commodities, 
etc., are paid by men when they spend, (not when they earn 
or save). So accumulation of capital is not discouraged. 

(m) Again indirect taxes on commodities are collected at 
a ^convenient time, since the tax-payer pays th9 tax when he 
buys the commodity : and he is at liberty to escape the tax by 
not buying -the commodity. 

(tv) In times of prosperity, indirect taxes are productive 
and elastic without pt^ssing too heavily upon the people. 

(v) It is important to have a broad basis for revenue by 
having indirect taxes in addition to the direct taxes. Under 
present conditions of public morality and social conscience,, an 
excessive dependei^e upon direct taxes (like the income-tax 
etc.) may lead to extensive fraud and evasion. 

(vi) It is also sai^ that in a democratic country all classes 
should contribute to taxation ; and as it is not easy to levy 
direct taxes upon the poor, the poor should be made to pay 
something by means of indirect taxes. Refer to pages 482-483. 

(B) * Defects of Indirect Taxes. 

(i) The greatest defect is that indirect taxes on articles of 
general • consumption press more heavily upon the working 

c 

• 

* system of taxation of commodities has yet succeeded in being 
properly progressive. Then it fails to do justice to jpersimal obligations, 
and indeed does them an injustice; for the more claims a man has on 
hisi, through a large family, the greater is the tax to be paid, instead 
of the less. Again it m^es no distinction between eamingB and 
investment income, for if they are spent alike, they are taxed alike. 

.... Administrative difficulties introduce a second kind of regres- 
sion. If the article taxed is one in general consumption, not only does 
the man who has the less real aoility by reason of his family obligations 
tend to consume a larger quantity in proportion to his income, and, 
therefore, to pay a higher tax, but he also pays relatively more because 
he has an inferior quality. Most taxes have in practice to be specific 
und do- not vary freely with the sale prices of an article . . . Must we 
conclude then that indirect taxation of commodities is inherently bad} 
If it existed by itself it would be very bad, but as a minor part of a 
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classm than on the ridier classes, this is not equitable. The 
labourer has to spend a greater ^rtion of hib income on 
necessaries than the rich man. * 

Indirect taxes on commodities (specially on necessaries like 
food, drink, clothing, etc.)«fall more heavily on the poor than 
on the rich partly because the poor man with his much smaller 
income has often to pay the same rate of tax as the rich man 
with his much, larger income. 

[This evil can however be diminished to some extent by 
taxing articles of general consumption and by levying higher 
duties upon superior qualities of the articles taxed.] 

(i’i) At times of depression the revemfe from indirect taxes 
often shrinks. 

(Hi) Increased rates sometimes produce stationary or even 
diminished receipts. 

(iv) Expenses of collection are sometime^ larger in the case 
of indirect taxes than in the case of direct taxes. 

(v) Often a serious objection to the indirect taxation of 
commodities is the loss to society through the disturbance of 
industry. This evil can be reduced to an important extent by 
suitable regulations and precautions. 

An examination of the merits and defects of direct and 
indirect taxes shows that in future direct taxes should form a 
predominant part of every well-organised tax system — direct 
taxes consisting of the income-tax in its various forms, death 
duties, legacy duties, etc. Indirect t^taxes also have to be 
included in every tax-system along with direct t^es. But 
reliancp on indirect taxation to a great extent will be unjust 
to the poorer classes and at times of depression will cause 
serious financial difficulties. 

As a matter of fact, in dch and progressive countries like 
England, indirect taxes on account of their heavy burden on 
the poorer classes and pther defects are being replaced more 


general scheme, carefully watched, it can be made to conform roughly 
to the principle of ability, over an area whidi, though rightly taxable^ 
cannot be properly reached hf direct taxation.** 

Stamp^Fandoniafiiai Principles of Taxation, 
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and more by direct taxes. In 1873 indirect taxes produced 
about three-fourths (73 per cent,) of the total tax revenue of 
England : and in 1916-1917, they were expected to 3rield 34*6 
per cent, only, the remaining 65 4 per cent, being produced 
by direct taxes. ^ 

The Indian Tax system is unj^atisfaciory — there is too little 
of direct taxation and the richer classes do not pay their fair 
share of the tax-burden, there should be more of direct taxation 
in the form of higher income tax and super-tax and higher 
inheritance taxes*; there is 4oo much of taxation of commodi- 
ties (indirect taxation) as compared with direct taxation of 
income and inheritanco^ and so the poor have to Pay more than 
their fair share of the tax burden. If with the introduction of 
protection in India, indirect taxation is further increased, justice 
demands that there should be a compensating increase of direct 
taxation ; and the i^reased revenue of the state should be used 
largely for educational and public health expenditure for the 
benefit of the masses of the people. 

S ome Indir^ Taxes----Custonis Taxes and Internal Taxes 
(Internal Reveniie*^Daties) cm Commodities. 

Custom taxes. y ?.V 

^^stoms duties are taxes imposed upon commodities when 
f l^^y „ g'QS S tEe ^oundaries of a state or bf\ customs union (com- 
posed of^twoT^OT more states)j) ' 

Custom^ taxes are of \\ro kinds ; 

(i) Protective customs duties (2) Revenue dirties, 

'Protective customs duties are taxes levied upon imported 
fordgn goods primarily with the object of diminishing foreign 
competition with a corresponding domestic industry. A country 
imposing protective customs duties is said to have a protective 
tariff. Revenue duties are customs duties which are imposed 
primarily for securing a revenue for the Government and not 
for protecting domestic industry. A country imposing only 
revenue duties is said to have a revenue tariff. All large and 
powerful modem cqnntries Britain with British India and 
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British colonies, Prince, Germany, Russia and the United 

States, etc.,* have got protective tarifiPs. * 

» 

There is a fundamentsil opposition between revenue and 
protective principles. For a duty to be adequately protective 
must largely shut out foreign imports and then very little 
revenue will be raised by such a duty. (The tariflF of a country 
does often contain some protective duties and some duties 
which are mainly for revenue. This is the case in the United 

States and also in many other protectionist countries). 

• 

Some of the most useful qualities in custom duties are 
(i) high productivity (2) cheapness of collection (3) stability 
and responsiveness to the control of the treasury. These virtues 
are to be found in a larger measure in revenue duties properly 
selected than in a comprehensive and complicated system of 
protectionist duties. 

[Duties levied upon the value of the imported commodities 
are known as ad valorem ; duties levied according to weight, 
bulk or other units of measurement (and, not according to value) 
are known as specific duties. Obviously specific duties fall 
most heavily upon the coarser or cheaper grades of commodi- 
ties. Ad valorem duties are however open to the objection that 
they offer a greater temptation to business men to make 
fraudulent valuation and thus to evade a part of the taxation.] 

lifternal revenue duties. 

( 

\ Internal revenue duties largely consist of excises. Excises 
Imay be defined as taxes levied on commodities produced within 
4he country and destined for home consumption. 

\ 

(1) Defects. 

Excise taxes suffer from the following defects: — 

(I) As these taxes are levied generally on articles of 
general consumption consumed even by the masses of the people, 
and as they are shifted in a large degree to the consumers, these 
taxes frequently weigh more heavily upon the poor than upon 
the rich. This is unjust. 
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(II) Another defect ^of these duties is, that in some cases 
they involve* detailed supervision and interference with the 
taxed industry and*this is unpopular. 

(III) Excises taxes often exercise little beneficial influence 
upon the consumption of articles, the use of which is believed 
to be harmful to the consumer. This is because a high excise 
tax upon such commodities will often lead to adulteration 
instead of high price and diminished consumption. 

Merita* 

Internal revenue duties if properly selected have the follow- 
ing advantages : {if They are highly productive (2) and they 
have a considerable amount of elasticity in rich and progressive 
countries. (3) The expense of collection is small. (4) The 
burden of internal revenue duties is generally shared between 
the producer and^the consumer. (It must be remarked here 
that , these ^duties %re productive and^ elp^^c i >nly i n , rich and 
pro^essive countries. In a poor country and during a time of 
depfe^bn, these duties will neither be highly elastic nor highly 
productive). 

Taxation of Commodities. 

Taxes on commodities are indirect taxes, and they have 
the usual defects of indirect taxes. 

In a country taxes on commodities are imposed in the form 
of (a) ^customs taxes cp imported and exported commodities 
(b) in th^ form of internal taxes (or revenue duties) on the 
consumption and on the production of commodities within 
the country. 

In levying custom or excise or other taxes on commodities, 
the general principles already discussed {pages 434-437) should 
be borne in mind. 

(I) The taxation of necessaries should be avoided as far 
as possible as such taxation weighs very heavily and unjustly 
upon the poorer classes. When the need for revenue is very 
great, taxation of necessaries cannot be avoided ; but to secure 
an equitable distribution, heavy taxes on the luxuries of the 
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rich riioold be imposed Qt the same time. A promineht example 
of taxation of necessaries consists in food taxes. * 

4 

Food Taxes. 

Taxes on the food of tlte people are (i) bad from the moral 
standpoint because such taxes impose a cruel burden on the 
poorest classes { 2 ) bad from the economic and financial stand- 
points because ^hese taxes lead to starvation, underfeeding, and 
thus to economic inefiiciency and disease specially among the 
lower grades of workmen, increase of the pauper population and 
higher taxes to maintain them. 

So taxes on food must be always avoided, if possible. Pood 
taxes, bad as they are, have to be levied often in war time when 
the need for revenue is extremely urgent and also in very poor 
countries where the required revenue cannot be raised other- 
wise. ^ 

(II) As taxation of necessaries is to be^ avoided as far as 
possible, it was proposed to levy special taxation on the luxury 
commodities during the last war, — the great need of revenue, 
the shortage of necessaries and the importance of discouraging 
luxury and encouraging saving led to strenuous attempts in 
many countries for the taxation of all kinds of luxury expendi- 
ture. But the difficulties of defining luxury and administration 
of luxury taxation led to the abandonment of schemes of luxury 
taxation in Britain and in Prance. 

Taxation of harmful luxuries and other injurious articles 
of consumption (e.g., alcohol, opium) is '^generally advocated on 
the ground that such taxation will check harmful consumption 
and will at the same time secure a revenue for the Government. 

(III) As far as posable the taxation of comrhodities, the 
demand for which is elastic, ^should be avoided. Taxation of 
such commodities brings about a large contraction of demand 
and a large loss of consumer’s surplus to the people. 

These are the points to be taken into consideration from 
the standpoint of consumption. 

(IV) The taxation of raw materials, i.e., cotton, jute, wool, 
etc. is injurious because ( 1 ) by adding to tte cost of the raw 
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material it may check the development •of the manufacturing 
industries (2) by adding (o the cost of the raw material, it 
increases the price bf the manufactured product to the con< 
sumers. 

(V) The taxation of developing^indusiries producing com^ 

modules subject to increasing returns is undesirable (and is to 
be avoided as much as possible) as such taxation will ni|ke 
the pec^le miss the advantages of increasing returns and will 
increase the prices to the consumers. • 

(VI) Commodities the supply of which is monopolised are 
fit subjects Tor taxation because such taxation will generally fall 
on the profits of the monopolist. (A lump sum tax on a 
monopoly and also a &x proportionate to the monopoly revenue 
are paid by the monopolist out of his own monopoly profits ; 
and the consumers escape the tax. Refer to pages 468-469). 

(VII) Import ^uties are most profitably imposed on com- 
modities for which, the country has a monopoly of demand or 
the production of which is monopolised or is subject to increas- 
ing returns in the foreign country producing the commodity. 
In these circumstances a part or the whole of such duties would 
be paid by the foreign country. 

(Vni) Export duties are best levied on commodities of 
which the exporting country has got a monopoly of supply. A 
good example is jute exported from India. Export duties in 
such cases will be paid by the foreigners to whose countries the 
commodities are exported. 

f 

S ome Direct Tayi^^ eneral PH>perty Tax, Income Tax, 
InherituM Ifax an^IS^ Doties etc. , 

General Ptoperty Tax. 

A general property tax is a tax which is levied on the 
entire amount of the property, real and personal, owned by 
the payer. It is used in Russia, Holland, Switzerland but it 
is used more extensively in the United States than in any other 
country. The general property tax has been universally con- 
demned in the United States and this condemnation is chiefly 
due to the fact that it is not properly supplemented by other 
taxes. 
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One great method of direct taxation in modern times is 
the Income Tax. 

The income-tax is based upon the income of the tex-pf^yj^^^ 
We' have the income tax in England, India, Italy, in the 
German . States, Austria afid Switzerland ; and income taxes 
have been introduced also in the United States and France. 

I • The ideal income tax (a) should exempt all savings from 
taxation — for savings form the source of future capital, atfd 
; property is to be taxed by taxes on inheritance and in other 
; ways, and (b) should be properly graduated according to faculty 
— small incomes must be exempted, moderate inppni^ are to be 
taxed at moderate rates, and large incomes at higher rates. The 
tax should be graduated also according to the number of 
dependents upon each income. 

In practice, the Income Tax in Britaiia and also in India 
does not exempt savings except chiefly in the form of life 
iusuiance, and the Income Tax in Britain as also in India is 
graduated according to faculty ; and iiv addition there is a 
super-tax on higher incomes in both countries, but the gradua- 
tion is higher and fairer in Britain than in India. 

The British Income Tax is also graduated according to the 
number of dependents upon each income. This is not the case 
with the Indian Income Tax. 


* Mr. Hartley Withers waxes enthusiastic over an ideal income tax. 

**And since we are only chasing the rainbow of the ideal, »ve may also 
add that in order to make the income tax perfect, it would, though 
assessed on the < whole income, only be imposed on that part of a man’s 
income which he spends, and he would be allowed abatement in con- 
sideration of any part of it t|iat he invested and not only, as now .... 
in life insurance” (Our Money and the State), 

Professor Marshall offers the, following remarks on an ideal income 
tax : * **If it were possible to except from the income-tax that part of 
income which is saved, to become the source of future capital, while 
leaving property to be taxed on inheritance and in some other ways 
then an income-tax graduated with reference to its amount, and tne 
number of people who depended for support on each income, would 
achieve the apparently impossible result of being a graduated tax on 
all personal expenditure. . . The way to this ideal perfection is, difficult; 
but it is more clearly marked than in regard to most Utopian goals.” — 
Afterwar Problems. 
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at ^lightly 

lo\i^ rate than mcomes from iny^taent ; in Britain earned 
inches do not pay a lower rate but" tliere is an additional ro 
per cent, exempted from taxation with a maximum exemption 
of £200. • 

As regards the minimum income exempted from taxation 
the American minimum amounts to 1,000 dollars for the un- 
mfirried man and 2,000 dollars for the married and the English 
minimum is lower amounting to ;£i5o per year for the un- 
married man and ;£225 per year for the married just covering 
physical necessaries ; the Indian minimum exempted from 
taxation is lower still and does not cover adequately even 
physical necessaries. 

Exemptions from the income-tax* 

Small incomes are generally exempted from the income tax 
(a) partly because i»he possessors of such incomes pay their due 
share and even more than that through other taxes (b) partly 
because the expenses „of collection would be disproportionately 
high and also the unpopularity of the tax would be very great 
among the poorest classes. 

Double taxation under the income-tax* 

It is maintained that a man has often to pay double taxation 
under the income-tax. Suppose a man has an annual income 
of £1,009 on which he pays an income-tax ; and out of his 
income of £1,000, he sa;Ves ;C30o and gets an annual dividend 
of ;£30 from his £300 savings, and has to pay income-tax upon 
this ;£3 o also, ^en he has practically to pay dduble taxation 
upon the income which he gets from his savings. 


t The distinction between earned and unearned income is to be 
clearly understood. In Britain ^unearned' income is that income which 
rises from capital resources and is thus more permanent than the income 
earned by labour of any kind. "It is the presence or absence of capital 
resources that warrants the whole distinction for taxation purposes. 
It waa long ago recognised that ;Czoo from toil was weaker than £100 
from dividends, because the toiler has to make provision for precarious- 
ness of .employment, sickness, old age, and other infirmities, and also 
because he is tied and often has to incur extra expenditure through 
living near his work and being unable to select his abode very widely." 
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* “A» alternative* method would be, of coufse, to v^^empt 
the income derived from savings, at any /ate during the life- 
time of the saver, and this might appear to be mwe logical 
than exempting the amount of income saved.” 

Merits of the Income Tax. 

An income-tax has the following merits. 

(i) It is^fait and equitable. We can measure ability better 
by income than by wealth or consumption or* any jother single 
standard. 

(a) It is productive ; and experience has shown that it 
gains in economy and productiveness and becomes more and 
more popular as the ^’’ears pass on. 

(3) It cannot he shifted easily if at all, and so there is 
little trouble due to shifting. 

(4) A most useful feature of this tax is its admirable 
elasticity. 

In good times when the customs ^and excise taxes are 
productive, a reduction in the rate of the income-tax will enable 
the Government to avoid an excessive surplus. At times of 
depression when the revenue from other taxes falls off, a rise 
in the rate of the income-tax will enable the Government to 
increase its revenue to the required extent with a minimum 
disturbance of industry and capital. 

This elasticity makes the income-tax admirably ^tted for 
the position of the central tax of the revenue system and its 
regulator. And this is the function performed by*lhe income- 
tax in England. 

Disadvantages. > 

The income-tax has, however, certain disadvantages. 

(i) It is generally unpopular, specially when it is first 
introduced. People do not like the searching enquiries which 
are necessary to ascertain the income upon which the tax should 
be assessed. 


* Sir Josiab SXamp^itndamental Principles of Taxation. ^ 
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* (3) Ano^er objectipn to the jncome-tax .rdates to 
difficulties i» its administraiion. In piltMtating the net income 
upon which the tax* is to be imposed, a large number of deduc- 
tions have generally to be made from the gross income ; and 
there are practical difficulties in determining the amount and 
the kind of these deductions. 

The income-tax has great and outstanding merits and these 
4^dvantages are of a comparatively minor character. And a 
suitable income-tax carefully framed so as to minimise the dis- 
advantages should fwm a part and an important part of the 
tax system of every country. 

• 

Inliaritaiioe TaxM and DeaUi Doties. 

The sectmd great method of direct taxation in modem times 
is the taxation of property passing at death. 

A favourite aqd very productive form of taxation in recent 
years is the taxation of inheritances, collateral or direct. The 
usual practice is (a) to tax bequests to the distant relations at 
higher rates, and also (b) to make the rate high for large and 
small for small inheritances. 

Merits. 

The inheritance tax has the following merits: 

(i) It is.in conformity, with the ability or faculty th(joix> 
A man’s abilily to pay taxes is obviously increased when be 
inherits pr<q>erty ; and the larger the inheritance the greater 
is the abili||y. 

(a) Such a tax is easily collected, and yrithout mudi 
expense. 

( 3 ) Income Taxes as well as Inheritance Taxes are both 
likely to onne, to some extent, out of potential capital. As 
compared with Income Tax, Inheritance Tax has the ^vantage 

it leaves a man his wealth during his life and it also allows 
him the prestige of leaving large sums at his^ death and being a 
idefetred tax to be paid on death is likely to' be less unpopular 
than a high income-tax. 

Examples ^of taxation of property at death are found in 
the Death DuUes 0Hcludi»g Estate, Legacy and Succession 
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Duties) in . Britain and the Inheritaiece Taxes in the United 
States of America. Taxes of this kind ma^ vary (i) with the 
size of the estate (ii) with the degree of relationship of the 
heirs to the testator or (iii) with the amount inherited by each 
individual heir. • 

In the English system, the Estate Duty (which is graduated 
from I — 40 per cent.) varies with the value of the estate left, 
the Legacy and Succession Duties (which are graduated from 
I — 10 per cent.) vary with the degree of relationship. In th*e 
American Federal Inheritance Tax, the graduation based on 
the value of the estate ; and in many of the American State 
(or Provincial) taxes and in the French tgx, the graduation is 
in part, at least, based on the amount inherited by each indi- 
vidual heir. 

A progressive inheritance tax has been introduced in 
England. A high degree of progression^ is advocated by 
reformers. Bequest to distant relatives seenjs to be a survival 
of the sentiment of past times when even distant kinship was 
a stronger bond than common citizenshii) in a city or a state. 
Such sentiment is now declining in force and intensity ; and 
there is every likelihood that bequests to distant relations will 
be largely curtailed by modern legislation and in favour of the 
state. 

In England, after the war, an increase of inheritance taxes 
became necessary and also desirable. And a progressive tax 
on inheritances is wanted in India to lighten in some measure 
the burden of taxation on the poorer glasses. * 

(For Income and Inheritance taxes refer to the Colwyn 
Report, pages** 108-198 and also pages 462-464 of Vol. II of this 
book). 

\ 

Poll Taxes, ^ 

( Poll taxes are direct taxes which are usually imposed at a 
unifm 3B_iate upon all male citizens. 

Such a tax bears more heavily upon the poor than upon 
the rich and is thus inequitable ; and it is difficult of collection 
and generally very unpopular. For these reasons, poll taxes 
are disappearing from the tax systems of modem states.") 
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There is the danger that graduated taaces on income attd 
inheritance (with substantial!;^ higher rates for higher incomes- 
and also for larger inheritances), may check to some extent 
accumulation ci capital and productibn of wealth in a country. 

But taxation of surplus (t.e., income which is not the 
result of any useful economic service and is therefore not 
necessary to maintain the supply of such service)* will not affect 
production of nati*>Q<d wealth. 

Taxathm of animiMroved land vahm. 

• 

The value of unimproved land near a town depends upon 
the growth of the town and not upon any work or capital put 
into it by the owner of the land. 

A tax on this unimproved land value will not reduce the 
supply of land, wil^not affect production, such a tax will reduce 
only the income of the land-owner from the land — and there^ 
fore it is a suitable t|uc from the national standpoint. 

The objections to a tax of this kind are the following : 

(1) It is not always easy to distinguish between that part 
of the value of land which is 'unimproved/ and the part which 
is due to improvements ; and taxes on improvements will check 
production. 

(2) To put a special tax on land is to put a special tax 
upon one kind of investment, thus making a sort of unfair 
discrimiliation against it as compared with other investments. 

Taxation of bicremenl Valnae. • 

But there is no unfair discrimination against one kind of 
investment, if it can be shown that this kind of investment has 
enjoyed and is enjoying special good fortune. Suppose a man 
purdiases land, he finds after a dozen years that a factory town 
has spread in the directicm of his land and has given his land 
a great increment of value ; now he has got this increment of 
value as regards his land by special good luck (and not by any 
effort of his own) and so it is fair that he should pay a speddl 
tax on this increment ^dluiO, 

n— 30 
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If the whole of the increment value is not due to luck or 
^ood fortune, but a part of the increment vaiue has been 
calculated beforehand by the owner of the land who has spent 
'Some effort and capital for this purpose — ^then some allowance 
must be made for this. 

In Germany, there is taxation of increment values ; in 
Britain such taxation was introduced before the last war, but 
it was abandored in 1920. 

Incidence of Tantion* 

To understand the subject of incidence, we must distinguish 
between the incidence and the impact of & tax. The impact of 
a tax is upon the person from whom the tax is first collected, 
and the incidence upon the person who pays it ultimately. 

Suppose a tax is imposed upon a commodity imported from 
a foreign country. The government will collect the tax from 
the foreigner, but the foreigner will generally raise the price of 
his commodity on account of the tax, and in some cases will 
recover the whole amount of the tax ffom the domestic con- - 
sumer. In these cases, the incidence of the tax is upon the 
domestic consumer who ultimately pays the taX;) 

By the term shifting is meant the t ransference of the bu rden 
of a_te x fro m th& payer ’to some other perbon or persons. In 
i&e* case mentioned above, the tax is~' said* to be shifted to the 
consumer from the foreigner who pays the tax at first. The 
process of shifting is also called repesrcussio n* of taxe^. 

The subject of shifting is a very important one ; and states- 
men and financiers have to be particularly careful that their 
object in framing a tax system and their attempt to establish 
justice in taxation are not frustrated by the shifting of the 
taxes they impose. 

Elasticity of supply, 

i The chief actor controlling the incidence and the shifting 
\df taxes is mobility or elasticity of supply ; and this mobility 
depends upon the scope' of the tax, upon the existence or non- 
existence 9f monopoly or differential advratages. 
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^ A tax umversal in aoope cannot be easily ^lifted. A tax 
levied upon mortga^ within one particular area can be shifted 
by the mortgagee because he can invest his capital in other wasrs 
and thus can escape taxation. 

• 

Incidence of different kinds of texes* 

1. Taxes on economic rent and other differential advant- 
ages. • 

Land (specially in an old, thickly inhabited country) is 
inelastic in* supply. Incidence of taxes on pure economic rents 
fall upon persons who receive the rents. This applies to 
economic rent of lan^ and to all true rents including personal 
rent. 

Economic rent does not enter into cost of production (and 
price) of the comn^dity, and a tax on economic rent cannot be 
shifted to purchasers of the commodity. 

2. Tax on interest. 

(a) Tax on interest in general. 

If interest in general is taxed, then the net 3deld of capital 
is diminished. The reduction in the net 3rield of capital in a 
country discourages the accumulation of capital in that country, 
capital is elastic in supply ; and it also leads to the exporta- 
tion of capital to other countries where the net yield is higher. 
This check to the supply of capital in the country raises the 
marginal utility of the capital and thus raises the rate of 
interest. The tax on interest is thus shifted to the borrower 
by the elas^city in the supply of capital. 

(b) Tax upon particular 'forms of interest. * 

If a tax is levied upon interest on mortgages and not upon 
other kinds of interest and if the tax is imposed upon the lender, 
he will easily shift it to the borrcrwer. The lender can evade 
the tax on mortgage interest by lending in other ways and 
so here the borrower will have to pay the tax, — ^the incidence 
of the tax will be upon the borrower. 

3. A tax on buildings^ 

If the supply of houses is larger than the demand, the 
incidence of a tax on buildings will be on the owners of these 
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houses. Whte the suifpfy of houses Jk lisiited, tiies the owner 
will ho able to shift the tax. to the tenant. 

4. Wages taxes. 

A tax <m wages generally falls on the workmen, S3>ecially 
if the wages are high. If* the tax affects the effidency or 
supply of labour, then the wage-earners will be able to shift 
a part or the whole of the tax to the profits of the employers 
or to consumeis in the form of increased prices. 

5. Tax on profits. 

r 

A tax on profits, if extending to all profits, will be generally 
borne by the producers. A tax on profits, if confined to the 
profits of some particular occupation, will be borne by the 
consumer. 

6. Income-tax. 

A general income-tax consists of a combination of taxes on 
the separate ingredients of income — rent, interest, profits, and 
wages ; and the incidence of the income-tax must depend on 
the laws applicable to each separate partb 

7. Customs duties (import taxes) and excise taxes. 

The incidence of excise taxes and import taxes is generally 
upon the consumer,* These are sometimes shifted to the pro* 
ducers (i) if the taxed commodity is produced as a monopoly 
and the price is already as high as the traffic will bear (a) if 
a new tax is levied on some commodity produced by a large 
plant. f ^ 

8. Taxes upon monopolies. 

(i) A fixed (lump sum) tax upon a monopoly and (ii) aiso^ 
a tax proportioned to the monopoly revenue, rest upon the 
monopolists, (unless the tax is so high as to reduce the mono* 
poly profits below the amonnt that can be earned in a com* 
petitive industry). Such taxes caxmot be shifted to purchasers- 
of the commodity because the monopolist cannot alter the 
supply— he has already fixed his production at the amount 
which gives him a maximum gam and an alteration in the 
supply (and price) will reduce his net gain. 

(iii} A tax in pfopOfUon to the amount produced by the 
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moHopoKst con be sk^ie4*by him by ftdeutng ike supply. Am 
the to is propofttoed to tiie Stipp^. a redoctUm of sui^ly 
will involve reduction in the amount of tiie tax paid by the 
monopolist. 

Are old taxes the best taxes t 

It is sometimes said that old taxes are the best taxes. 
Now as a matter of fact, old taxes are not ahvaya the best taxes. 
— heavy taxes on the fc^ of the people or unwise protectionist 
duties are obad taxes whether they are old or new. Bad taxes 
do not become good only because they have grown old. 

Old taxes have* however certain advantages — ^they have 
become less unpopular as the people have grown accustomed 
to them, perhaps the injuries cau^d by them have been 
diffused among the people and in some cases the capitalisation 
of a tax may hav^ removed the burden altogether. 

AmortiMtioii. 

— " • 

^Amortisation of a to means its capitalisation — ^in a case 
of mortisation the property toed has its value deprecisted by 
the capital value of the tax^ 


PUBUC DEBTS. 

The BaUk Debt * 

All large modem states have got large national debts, con- 
tracted (i) chiefly on accotmt of wars and (a) partly on account 
of extraordinary expenditures in con- 
nection with public works and public 
industries. The national governments 
of the civilised world owed in 1908*1909 the huge total of 
7500 million sterling (£7,500^000,000). This huge total has 
been multiplied many times by the enormous expenditures of 
different natimis in th* Ituti .world war ; and ^oblems relating 
to the public debts ofthatkgis are engaging the serious atteotien 
of nations and tiielr governments. 
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ta primitive soctely where commerce is small and manu- 
facttue scanty, governments make provision f<x future 
emergencies by hoarding from surplus 
rwmne and ^ by borrowing from 
system of hoarding by the people. These early governments 
epecial have hoarded state treasures and they 
have no national debts. The growth 
of manufactures and commerce and the development of credit 
make it possible for a government to meet sp^al emergencies 
like wars, etc., by borrowing from the public and thus the 
system of national debts comes into existence. Prof. Bastable 
has shown how this development goes hmid in hand with the 
development of constitutional government. 


Present theory. 

Present theoiy does not regard public debts as inexhaust* 
ibie mines of gold to be exploited at pleasure, nor does it 
condemn all public debts with indiscriminate censure. It 
recognises that in modern states, within ^certain limits, public 
debts are necessary and also desirable. Now what are these 
limits? 


The state should be 
allowed to contract 
public debts (z) for 
special emergencies like 
wars (2) for public 
works and (3) for a 
temporary necessity. 


The present financial theory is that (a) the ordinary expendi^ 
tures of a state (those expenditures,, 
which recur with sufficient regularity,, 
so that they can be foreseen and 
estimated in advance) are to be met 
from the ordinary revenues which in- 
clude receipts from public domain,, 
public industries, fees, taxation, — or the 
state will become bankrupt (b) and that the state should be 
allowed to meet extraordirtary expenditures in connection with 
(i) special emergencies like •wars (2) productive public works,. 
e.g., state railways, irrigation works, municipal gas works, 
water works, etc., from loans. War expenditures may be met 
partly from taxes and partly from loans but expenditures on 
productive Public works should be from loans only, and not 
from taxes— taxation for this purpose would mean an unneces- 
sarily high level of taxation end would not be generally justified. 
(3) The state may also borrow to meet a temporary necessity 
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as when there is a deficit in the budget, the revenue of the 
year falling short of the expenditures for that year. 

It is clear what kind of expenditure is to be provided for 
by public borrowing and what kipd of expenditure is to be 
defrayed from the ordinary revenues. And normally taxes 
should not be so heavy that they cannot be paid easily out of 
the annual income of the nation. If taxes have to be paid 
from the national capital, they will disturb hnd disorganize 
industries. The state may borrow capital from its subjects to 
meet its own needs but this it should do by borrowing the 
national uninvested capital and not by taxing invested capital 
and disturbing industries. 

The different forms of Public Debt 

The two important forms of the Public Debt are : 

(A) The tenfporary, floating (or unfunded) debt which is 

an advance to thtf government repayable by the government on 
the demand of the creditor, or within a comparatively short 
period. • 

Floating debts suffer from two disadvantages — (a) th^ 
exercise a disturbing influence on the money market (b) they 
are a source of embarrassment to the government because it is 
precisely at a time of difficulty that the strongest demand for 
repayment is likely to be made. 

It is therefore an established financial maxim that the 
amou]|t of a floating debt should be kept within narrow limits. 

(B) The perpetual debt which is contracted without any 
date for repa5rment but repayable at any time at the pleasure 
of the government. It is in this shape that a great part of the 
debt of England, France, Italy and the German state exists. 

The system of perpetual debt offers many important 
advantages to a government. 

(i) The borrowing state is relieved from the risk of a 
sudden demand for the repayment of capital and has only to 
provide for the periodical payment of the interest on the capital. 

(ii) The state again is always able under this system to 
reduce as much of the debt as it wishes and has the power to 
repay and at the t|me most convenient to itself. 
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creditor is also under no sefious disadvantage because > 
at any time be can realise the capital value df his loan by 
selling his stock in the stock market. 

(C) Other miseellaneous forms of Pitblic Debts, 

Another classification of the Public Debts divides public loans into 
two desses (x) forced or compulsory loans, (2) voluntary loans on 
business principles. 

Compulsory Ijpans were favourite devices with <Mvereigns in earlier 
times. The injustice and the inconvenience attaching to forced loafis 
ought to exclude them from the list of fiscal expedients to be allowed 
In a modem state. In modem states, voluntary loans issued' on business 
prindples constitute the only eligible method for raising funds by 
borrowing. 

lattto of a Public Debt 

The following considerations are to be borne in mind by 
the financier when he is going to issue a public loan. 

(A) He will have to consider careftflly the objections 
against public borrowing so that he might see whether he is 
justified under the circumstances of the^case in disregarding 
these objections and issuing a loan, (a) And he should attempt 
to raise his loan in a way $0 to avoid as much as possible the 
evils attaching to public borrowing. 

Objections to public bonrowing. 

The weight of objectfams to public borrowing largely 
depends upon the purposes for which /:he money is borrowed. 

If the borrowing is for extravagant, wasteful expenditure or 
for the ordinary annual expenses of the government, then 
borrowing is not justified ; and if it is for proper objects (i.e., 
tor necessary expenditure on wars, on public works or for a 
temporary necessity) then pnma facie it is justified. 

Some objections to public borrowing are based on their 
political, and economic effects. 

(i) Political. 

(a) The result of borrowing is to conceal from the nation 
the full financial effects of the policy of the government. 
Taxation instead of borrowing would make the ^ects quite 
elear to the people by fauxeasing heavier tbt tax burden. 
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[In connection with it may be* pointed out thet after 
a certain p<nnt, incseaaed taxatkm is hnposalbile and the state 
has no other alternative but to boftow to meet its expenses. 
And if the state barrows for proper objects and purposes, it 
is justified.} * 

(b) In the case of weak states, the politicill status of tht 
state may be endangered by the contraction of foreign loans. 
‘This has been the unhappy experience of many states in Asia. 

(2) Esonotnic. 

Public loans may divert capital from productive industries 
and thus injuriously affect the industrial future of the country. 
{When there is a war, entailing enormous expenditures, the 
revenue from taxation should be increased to the highest limit 
to which it can be raised without prejudicing industrjl^ ; and in 
this way a part of^the extraordinary expenditme is met from 
additional taxation* and then loans shopld be raised to defray 
the rest of the war expenditure and steps should he taken as 
far as possible to sea that the loans take national uninvested 
capital and do not divert capital from productive industries. 
In this way the objection from the econmnic and industrial 
point of view may be torsome extent met). 

The financier has to be careful also about the manner 
in which the debt is to be contracted. 

(i) It has been seen that floating debts disturb the money 
market; and also are inconvenient for the government in certain 
respects, se floating debts should be kept as small as possible, 
and the government should depend mainly upon the funded^ 
•debt, (ii) The debt should be also in a varied *form so as to 
suit the needs of different classes of investors. 

Lmus Varans Texas duripg m war* 

Ricardo maintained that war expenditure should be met 
entirely from taxation (not from loans), Pierson has held the 
view that war expenditure sbouM be met from loans (and not 
from taxes) — ^-dmt the la^ world war has shown conchi- 
sively that for a big under modem conditions, governments 
have to borrow and also to increase taxation^ 
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During the coarse of a great national war, tga»tion Should 
be largely increased for in such a time Qi) taxation is easily 
raised with ’the hrip of patriotic motives (b) taxation at such a 
time is little if any hindrance to industry, and (c) it exercises- 
a most beneficial effect by checking the consumption of the 
individual. 

The citizen economises and the government gets its revenue 
— so taxation In war time is twice blessed. {Withers). • 

Conversion of Public Debts. * 

The process of conversion consists in converting or altering a loars 
hearing a given rate of interest into a loan afa lower rate of interest. 
Several important examples of conversion are to be found in the 
financial history of England, France, and the United States. 

The state carries out the conversion of the debt by offering its> 
creditors the choice of repayment Or of new securities at a lower rate 
of interest. • 

Advantafes. 

(A) This reduction in the rate of ixfterest by conversion ia 
fair to the creditors for the creditors are allowed the alternative of 
getting back the principal of the debt. 

(B) And the advantage of conversion to the tax-payers is 
that it reduces the burden of interest to be paid by the state and 
relieves the tax-payers. The finance minister as the guardian of the 
interests of tax-payers should always be on the look-out to see whether 
conversion is possible and when it is possible, he should carry it out 
to relieve the tax-payers’ burden as far as possible. 

Certain general considerations should tguide the finance * minister 
in his work of conversion. • 

(i) Conversion can be successfully carried out when the credit of 
the Government is good. Punctual payment of interest on the public 
debt by the Government, suitable provisions for debt redemption and 
generally speaking efficient fuanagement of the debt improve the credit 
of the Gmnuaesit end make conversion possible. Some other rules laid 
down by financiers are—* 

(a) The beginning of a period of prosperity is often the bes^ time 
for a conversion because then the rate of interest is low. 

(3) The scheme should be made simple so that it will be readily 
understood by the people and the conversion will thus be made 
successful. 

The funds set free by conversion can be applied for the remission 
of taxation or for the redemption of debt. 
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Redemptioii ef Um debt 

Generally speaking* the redemption' of the pnbHc debt is desirable. 
As the state borrows money under great pressure and gIneraHy ^when 
it finds itself unable to raise funds by the agency of taxation, it is 
clear that the debt should not be made a permanent one and attempts 
should be made to redeem the debt at the earliest opi^rtunity. 

The subject of redemption may be considered under the three 
following heads — 

(1) Redemption of the floating debt. 

This is aeminently desirable. A large fioating debt disturbs the 
money market and is a source of embarrassment to the government. 
And when redemption is not possible, the greater part of it should be 
converted into funded <febt. 

(2) Redemption of debts contracted for productive public works, 

Kvery productive public work {e,g,, a municipal telephone system 
or a municipal tramway or a municipal water-supply system) has a 
limited life, will las^ for a number of years and produce an income 
during these years. «The redemption of the debt contracted for a pro- 
ductive public work should be carried out within the period during which 
the public work will produce its revenue ; otherwise the future generation 
will be burdened with more than their just shares of the public debts. 

(3) Redemption of funded debt including non-productive debt. 

The general argument in favour of redemption of debt is this ; 

Redemption is desirable because — 

(z) Each period of national history has its own financial burdens 
to meet and the neglect of repayment in the present may increase 
dangerously the burden of debt for the future generations. 

(a) *The repayment ci debt if properly carried out and if its 
amount is kept within the bounds set by the extent of suitable taxation 
will not press heavily .upon tax-payers and will not weaken nations) 
power. * 

(3) Another advantage is that repayment of debt improves public 
credit and makes possible lowering the rate of interest on public loans 
and thus afford means for reducing taxation. 

[The general proposition that redemption of public debt is 
desirable does not apply to the foUowing exceptional cases. 

(1) During a war with its heavy financial burden, the repayment 
of public debt must obviously be stopped. 

(2) i^ain when the burden of taxation is excessively heavy in a 
country, it is better to reduce taxation and to relieve industry and trade 
than to continue the work of redemption of public debt.] 
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Burden bf eBlanwl debt and of Internal ddbt. 

Refer to pages 480-481 of this book. c 



j. The jinking Fond. 

The sinking fund is a fui^d accuninlated for ^ejro^wtion of the 
debt. If may be an annual* fund (that is a piortSn ot tlie annual 
Income) or it is the accumulated capital from one or more sources for 
repayment of the debt. When a government is embarrassed for money 
and has to stop, the work of redemption for a time, the sinking fund 
is suspended. 

2, A CapiUd Levy. 

It has been proposed to repay the whol» (or great part) of the 
enormous war debts of the last great war by means of a big levy on 
capital. This subject has been widely and exhaustively discussed in 
Germany and Austria, in Britain, Italy and the United States. 

Those who are for this capital levy maintain that this levy on 
property (i) is necessary (for taxes on income albne are inaufGicient to 
pay for the war, also excessively hea^ income taases will injure produc- 
tion and saving), (2) is just (for it will fall chiefly on old men who have 
much property but are exempt from military service — ^the young men 
have fought for the state, let the old men pay 'for it). 

Those who are against the capital levy declare that such a tax on 
property would disorganise business, discourage saving, encourage public 
extravagance and would * 'descend with crashing burden and cruel 
inequality.** 

The situation is not tlie same in all countries—and indeed the same 
argument may have a different weight in different countries. 

The Cdlwyn Report in definitely against the capital levy. Refer to 
page of this b<^k. 

At present, no country has yet practically carried out this capital 

Finaiiciid’ AdmmiilrRtioii-^^^ National Budget. 

The^ imtional bndg^^ iit a stotement of the nation’s accounts (of 
revenues lind expenditum) for year. In opening *lbis k>ndg^, die 
finance minister gives the coi^Yptete accounts of the past financial yeex 
with its actual revenues expenditures and also the surplus or 
deficit if any; and he esrimatea the expenditures for the coming year* 
and provides the 'ways and tneaos’ required—the ways and means 
include taxes, also M othet kinds of revenue from public domains, 
public industries, etc. 

The budget should be priqpared annually. If the period is less than 
a year, then too much time wotdd be spent in the preparation of 
budgets; and the period slmiild not be too loi^, it should not be more 
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than a year-^or then the making ql proper ahd aoeniate estinialea 
amid not be pjnuable. ^ 



1. Public Finance dealt the (evemiea and expenditurea o£ 

Governments. 

2. The subject of Pnblk Finance is of great and increasing import* 
ance on account of the enormous aggregates of public revenues and 
expenditures in modem stat^, and because of the great influence 
exercised by it on production, consumption and distribution. 

3. The ^bject \if public expenditure is general welfare — ^e creation 
of maximum utility for the people. Public expenditures in modem 
states are rapidly increasing on account of the growth of peculation 
and the gradual extensidn of government activity. 

4. The chief farms of public revenue are revenues from domains, 
revenues fropi public industries, fees, taxes, and extraordinaiy revenues 
ii.e.t loans). Taxes form the most important source of revenue in 
modem states, and they are compulsory payments for government 
expenses. 

5. Justice in taa^tian is secured by following the faculty theory 
and taxing persons according to their ability to pay— or by following 
the general welfare theory. 

6. The six canons of taxation are (i) Sufficiency (a) equity (3} 
economy (4) certainty (5) variety (6) flexibility. 

7. Those who advocate proportional taxation declare that progi^ 

sive taxation is socialistic, is wrong in its method of rectifying social 
inequalities, that it checks the accumulation of capital, leads to evasion, 
is arbitrary and is only slightly more productive than proportional 
taxation, ihe advocates of progressive taxation point out that most ot 
the arguments against progressive taxation possess little weight, and 
that progressive taxation is a better measure of faculty than proportional 
taxation. ^ 

8. The Advantages of direct taxes are that they are collected at 
the source and cannot be evaded, are more equitably than indirect 
taxes and the tax-payers know how much they have to pay; the dis- 
adyaiitages relate to assessment and also to their unpopulari^. The 
advantages of indirect taxes eta riiat they are more poputo than direct 
taxes, they are exacted at a convenient time, and that even the poorest 
class can be made to contribute; the defects are that these taxes are 
not equitable, they often disturb Industry, and the expesksea of collection 
are often latge. 

9/ While taxing commodities eare should be taken to avoid as far 
as possible the taxatiott of necessaries, of commoditi^ with an elastic 
demand, and of commodities, subject to increasing iptums. I/uxuries, 
specially harmful luxuries am) commodities, the supply of which Is 
monopolised, are specli^ fit subjects for taxatiotii 
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xo. The income tax^hes great merits— it is equitable, productive, 
cannot be shifted easily, and its elasticity makes it admirably fitted for 
the position of the central tax in a revenue sysffm. The disadvantages 
relate to its^ unpopularity, and to difficulties in the administration. 

11. The incidence of a tax is to be distinguished from its impact. 
The chief factor controlling the incidence and the shifting of the taxes 
is mobility or elasticity of supply. The subject of incidence is of great 
importance in connection with the proper distribution of the burden 
of taxation. 

A tax on leconomic rent, a fixed tax on a monopoly, a ^ax 
on monopoly proportioned to the monopoly revenue — ^these cannot be 
shifted. • ^ 

12. The state may borrow for (i) special emergencies like wars 

(2) for public works (3) for a temporary necessity to meet 'deficit in the 
annual budget. ^ 

Certain important considerations have to be borne in mind by the 
statesman and the financier as regards (a) the issue (b) the conversion 
and (c) the redemption of the public debt. 

c 

QuMtions. a 

1. Define Public Finance. Why is its study so important? 

2. State and explain the law of increasing public expenditures. 

3. (a) Give briefly the general principles regulating public expendi- 
tures. (b) Classify public expenditures. 

4. F/Uumerate the important sources of public revenues. What are 
fees ? Taxes ? 

5. Consider the various principles of attaining justice in taxation 
(C. U. 1913). 

6. Discuss whether it is equitable that all classes of the population 

should contribute something to the tax revenue of the country. (C. U. 
Hon., 1933). j 

Refer to Some extracts from the Coi,w«rN Report (i) Taxation and 
the Citizen, pages 479-480 of this book. 

7. Give the important canons of taxation. 

Or, 

Upon what principles should a Government determine its tax 
system? (C. U. 1915). ^ 

State and illustrate Adam Smith’s canons df taxation. (C. U. 1928). 

Define a tax. Explain and ^illustrate Adam Smith’s first canon ci 
.xarion. (C. U. loy l. ^ 

’’The subjects m every state ought to contribute towards the support 
of its government in proportion to their respective abilities, that is in 
proportion to* the revenue which they respectively enjoy under the 
protection of the state.” Critically examine the first canon of Adam 
Smith, and discuss how far the Individual’s income is a correct measure 
of his ability to pay taxes. (C. U. Hon., 1933). 
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8. Give the geneiml argumente for and agfinst progressive taxation, 

<C. U. Z914, zgqp H.). * 

How far is progression in taxation possibla and how woidd yon 
justify it? (C. U. * 

9. A finance minister has to raise a certain revens^ by taxing 
commodities. What are the general principles which should guide 
him in selecting commodities for this purpose? (C. U. 29x1). 

10. Is there any essential distinction between direct and indirect 

taxes? Discnss the arguments for and against each system of taxation. 
(C. U. 1910). ^ 

Distinguish the comparative advantages and disadvantages of direct 
and indirect taxation as a means of raising revenue. (C. U. 19x0 H). 

iz. (a) What are the useful qualities in customs taxes? Discuss 
the merits said defects of excise taxes. 

(b) Give briefly the Idvantages and disadvantages of an income tax. 
<C. U. 1918). 

12. (a) B^plain the terms incidence and impact. 

Explain the incidence of a tax on (i) economic rent (ii) interest 
(iii) profits (iv) wages (v) monopolies. 

(b) Consider fully ^he direct and jndirect economic efiects of a duty 
on motor cars in India. (C. U. X9X5). 

13. For what purposes should the state be allowed to borrow? 
Sketch briefly the present theory on the subject. 

14. Enumerate the Afferent forms of public debts. 

15. How would you measure the burden of public debts? Discuss 
the reason, if any, for the view that an external debt is more burden 
some to a community than an internal debt. (C. U. Hons. X932). 

Refer to Burden of external debt and of internal debt, pages 
480-48X of this book. * 

'Viniat are the considerations which should have weight witli a 
finance minister in determining (a) the issue (b) the conversion (c) the 
repayment of public debt. (C, U. 19x2). 

s 

Some estimcto from 

Tlw Colwyn Committee Report- 

( 1 ) Tumtioii end the Citiseii. 

**We consider it important on broad grounds of citizenship that 
taxaiion should not be confined to a comparatively small section of 
*the population. It would be a bad state of affairs if a large majority 
of citixens were themselves to make no actual tax contribution, and 
were to enjoy benefits provided entirely by the taxation of the few. 
Under conditions approaching the Ideal— 'Which would imply, inter alia, 
a satisfactory standard of living for the lowest<paid workers— ail would 
make some contribution^ and would make it knowingly. 
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The actiui j^oeition 4 that all classes maktf some c0»tHbution, and 
this in itactf m ragai4 as satisf actoi^ ; fmt tba ,graat gmajorify ocmtri- 
butt of indirect ^xes, atid being wrapped up 

in pfibe» unobtrusive that they are ptobwly not much realised, 

except wlu^attention is specially drawn to them. It would be better, 
from tim point of view we are considering*, if the great body of 
citizens were more conscious of the Uzes which they bear. The 
question is partly, though not wholly, cttie of 'taxation and representa- 
tion.** It appears to us that it would be damaging to the sense of 
responsibility in an electorate that a large section should be able to 
vote for some perhaps expensive policy, feeUng all the while that, 
because they were not personally liable to taxatioq, the expenditure 
would not touch them in any way.** 

(2) Taxation and Expenditarei The Expenditore Side. 
Burden ct ext«mal debt and of internal debt. 

.... It would be impossible to form any just estimate of the 
effects of existing taxes, without giving some attention to other objects 
of Government expenditure; for as Mr. J. A. Hofafon expressed it, **the 
general long-range effects of taxation upon trade largely hinge upon 
the uses made by the state of the tax revenue.** (k, in C» so). 

We may slightly vary the classification of expenditure made by 
Mr. W. T. l^ayton in his evidence before us^ and take the following 
headings : — 

(i) Service of the External Debt, 

{ii) Interest on the Internal Debt, 

(Hi) Repayment of Jnternd Debt, 
ffv) Pensions, 

(V) Defence, 

{^) Social Expenditure, 

(vii) Other Services, 

The first three of these headings are onu primary concern. 

(i) Service of the External Debt, ' 

In discussing the nature of the external debt (cf. para, 71 ei seq,y 
we have seen that it *involve8 a very heavy burden, although we do» 
not forget that the resources lent to the country were of the greatest 
value for the prosecution ot the War. Payment of interest on the^ 
present external debt, and repayment of the capital sum, while clearly 
essential to our credit, have to be made without any tmigible return. 
They do not add to the wealth of the country, nor do they create 
within the country any new source of saving or purchasing power. .... 
th^^piuch larger, but in otiber ways less burdensome, internal debt," 


* From the point of view of ease of colleeticm the unc>btm8ive 

character of indirect taxation is, of course, an important virtue. 
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(ii) Interest on the Interiml Debt. 

The large ^portion of tiie tax revenue corresponding to interest 
on the internal debt is redistributed within this country. It adds to 
the potential saving and purchasing power of the interest receivers 
what is subtracted from the tax-payers. No one can say esfsctly what 
is the effect of the transfer, either on the national savings or on the 
distribution of wealth. Jt would be necessary to know the answer to 
the question— who are the tax-payers? Who are the interest receivers? 
What use would the tax-payers have made of the money? What nse» 
in^fact, do the interest receivers make of it? • 

(vi) Social Expenditure. 

Of the s&te expenditure discussed under the five preceding heads^ 
the immediate advantage of the first three taken together (debt 
expenditure) may be said to accrue on balance to the wealthier section 
of the community. The immediate advantage of the fourth (pensions) 
accrues on balance to the poorer section, while that of the fifth 
(defence) is so general that no distinction can be made in either 
direction. The immediate advantage under the present section is 
deliberately conferred upon the poorer. 

Social expenditures brings the claims of production and distribution 
into sharp contrast, and to a certain extent into conflict. The greatest 
social advantage and the best interest of production are, however, not 
so hostile to each other as might appear. For, as Professor Pigou has 
said, '*from a distributional point of view, it would plainly be best to* 
take nearly all your money from the rich people, but that might be so 
bad from a productive point of view that the poor people would in the 
end be damaged.” (Q. 574). 

It is clear enough that the distribution of wealth in this country 
is very uneven, and that social expenditure is not only highly necessary 
as a matter of humanity and social justice, but is also, up to a point,, 
essential . to the promotion of industrial efficiency. It makes for 
physical and mental well-b^ng, for happiness and for energy. More- 
over, it supfffirts and steadies the purchasing power over consumption 
goods, which is unreservedly beneficial to industry, provided there is- 
a demand for productive goods in due proportion. 

*On the other side must be set the hard fact that there is a limit to 
what the country can afford. 

» 

(3) The me of Sie term 'Tnddeiiee*’ m dietfaiet hmn 
<«Effeete”. 

In general usage the term covezs not only the initial burden of a 
tax, but also the whole range of consequential effects. Bconomists, 
however, have given it a narrower mesning. For them ^incidence” ia. 
only concerned with the question on whom the more immediate burdem 

II— 31 
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of the tax as a tax rests. This is the first'^thing to be decided about 
any tax. It is to be distinguished from Ithe question d further effects, 
which may be exceedingly important. ^ 

For the purpose of analysis we think it useful to follow the 
economists in using the term incidence of taxation in this narrow 
sense, distinguishing it sharply from the further effects of taxation, 
and dealing separately with the latter. 

The Incideiice of the Inoome Tax. 

Opposed Theories : the Economic Argument 

The question of incidence is of special practical moment in the 
case of the Income Tax. There are two current views; according to 
one a general Income Tax cannot be shifted by the person on whom 
it is laid, while according to the other it can J^e shifted, and is in fact 
shifted, in the form of an addition to price. 

If and so far as the latter view is correct, the Income Tax must 
abandon part of its chief claim to virtue as a method of taxation. 
However carefully graduated, it can no longer be said to satisfy the 
canon of ability to pay, if the burden is indii^riminately shifted : if 
this happens, no one can tell how much tax he really suffers 

Several of the business men who came ffbfore ns were of the 
opinion that Income Tax enters into prices. 

n 

(4) Equity of Progressive Tauution up to a certain limit. 

^^Progressive taxation, under which income, as it increases, bears 
tax at a higher rate per pourfd, is the fairest as between individual 
tax^payers, since it allows for the increased capacity of each additional 
pound of income to bear taxation (c/. para, 330 et seq,). The principle 
of progression may, however, be carried to such a point as to lead, in 
turn, to unfairness against the wealthier tax~payer. Regressive taxa- 
tion, under which income, as it increases, suffers at a lowei^ rate per 
pound, is deficient in point of equity. It might be inferred that a good 
tax-system would give no place to indirect taxes, wh^h cannot be 
fitted to the mdividuars ability to pay, and which are unavoidably 
regressive, if levied* upon articles of general consumption. Such a 
conclusion would miss the mark for several reasons.” 

\ 

(5) The Adwenteges Indirect Taxation. 

(i) **Jndirect tasMon is ^hs most effective way of levying a con-* 
tribution to national expenditure from the mass of wage^eamers. A 
universal Income Tax wotfld be very unpopular and difficult to 
adiiunister. On the other h^nd* to raise the whole revenue from direct 
taxes on two or three miltm citizens would be unduly to narrow the 
hasis oi taxation. There is great force in the argument which connects 
taxation with representation. 
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(<i) ProgreMive taxation,* anch as the present Income Tax and 
<deatli dt^ties, cannot be carried beyond a cett^ point without Jeopardy 
^o savisig and enterpifse* Harm may be done to trade, and, if so, 
there wilt be reactions on employment and on the standard of living of 
the poor Thus the system may break dowflf 

{Hi) While indire^ taxes, snch as the Cnstoms and Excise duties, 
are regressive, they may have special virtues. This* is tme of the 
tobacco and alcohol duties, which raise a large revenue out of the 
expenditure of individuals in all ranks of wealth, without undue 
reitf^tions <m personal efficiency 4 * 

(6) Tke InMme Tu. 

We conchide with regard to the supply of capital from individual 
and corporate savings, that industry has suffered materially from the 
effect of high Income Tax and Super-tax 

We conclude with regard to enterprise, that the effects of high 
income taxation have been almost negligible m the field of employ- 
ments and professions; over a great part of the industrial field, while 
appreciable, they had 4iot been of serious moment, but it is clear that 
they must often havo put a check on the more speculative class of 
business. This holds good particularly of private business, in a sphere 
where the individual with large resources has usually been considered 
best able to initiate pioneer work. Wider causes than taxation, how- 
•ever, and particularly the dislocation of our old export markets, must 
be held mainly responsible for the lack of buoyance in recent years. 
Itelatively, income taxation has not be^ a factor of high importance.** 

(7) The Death Duties, 

*'We may very briefly sum up our main conclusions in regard to 
the effects of the death duties. In the lower ranges of capital value 
the Estate Duty is compaiatively light, and it is only in estates 
upwards of ;G£o,ooo that tt^e burden becomes markedly severe. In the 
largest estates, although not so crushing as is sometimes represented, 
it is very heavy, and leads, we believe, to considergble avoidance. 

Owing to the fact that the Estate Duty is levied on estates in 
transit, its weight is, on the whole, less acutely realised than 
correspondingly heavy taxation of inpome. For the same reason, 
several incidental inequities are less damaging to the dn^ than they 
would odierwise be. Although the My, when regarded separately, is 
less equitifhle than the Income Taos, it forms a valuable supplement to 
it, capital and inoome together furnishing a better criterion of ability 
to pay than either could in isolation. 

Special incon^renlence end hardships are sometimes caused to 
ngricnltural landowners imd afeo to private businesses, and in a 
minority of cases the dat|mge dune may be considerate. At the same 
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time, with regard to businesses, it is psobable that the duty, amount 
for amount, is rather less of a deterrent to enterprise than the Incotna 
Tax. As regards the effect on savings, we think that the Estate Duty,, 
taking physical and psychological effects together, is distinctly more 
prejudicial, amount for amount, than the Income Tax; this is due 
partly to the nature of Estate Duty as a deferred tax, and partly to 
the fact that the* bulk of the duty is drawn from the largest estates. . . . 

The Legacy and Succession Duties are minor imposts. While their 
form is open t^ some criticism, they appear to ns to be based on a 
sound principle, in that ^they go some way to differentiate the total 
death duties burden according to consanguinity.’* 

(8) The Capital Levy. 

* ’Immediately after the War the argument for a levy was much 
stronger than it is now. Apart from the prospect of price deflation 
(which may have been imperfectly realised) and of heavy annual 
taxation (which may have been over-estimated), there were other 
advantages. In particular, the end of the War ^ was a unique occasion 
which the more wealthy classes of the nation might well have been 
asked to mark by a special and personal cohtribution. In present 
circumstances the advocates of a levy have a far weaker case. 
Certainly, whether regarded as a means of lightening the annual 
burden on industry or as a means of reaucing indirect taxes and 
increasing expenditure on social objects, it would, in our opinion, 
yield physical results quite disproportionate to the magnitude of the 
operation 

Effects of a levy, if badly received,— li the levy were regarded from 
the first with intense fear and hostility, it would immediately set in 
motion a whole train of ill consequences. There would no doubt be 
active propaganda which would accentuate opposition, and it would 
be exceedingly difficult for the Government to explain the ipal nature 
and intention of their proposal so as to nSake it at all acceptable. We 
anticipate thal^ the value of securities would quickly depreciate, that 
traders would* reduce their stocks and their demand for credit, and 
that rapid deflation would ensue, which it would be exceedingly 
difficult to correct. This would involve serious friction and dislocation 
over industry as a whole,^ with very damaging effects on emplo3mient. 
The task of administering the levy would be rendered extremely 
difficult and perhaps impossible. 

The disturbance created by the levy would far outweigh the good 
effects of reducing the debt. The general effects might be sa 
detrimental to trade that the ordinary revenue would sharply decline 
and make any immediate relief from taxation out of the question. 
Finally the long-range effects would be injurious. Saving and enter- 
prise would alike suffer, and the return to trade prosperity would be 
endangered, and in any event seriously postponed. 
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The credit of the countiy^abroad would shffer a severe shock, and* 
indeed, it is di&catt to de^e any limit to the widespread harm that 
might be done to ourttrade and commerce. 

We conclude that, even if there were a prospect of a Capital I^vy 
being well received, the relief from debt whi^ it offers would be 
insufficient to justify the essperiment Sb large, difficult and full of 
hazard; this would hold good in any circumstances not differing widely 
from those of the present time. Further unless a levy were accepted 
with more goodwill than it would be possible to anticipate under 
present conditions, it would be highly injurious tcP the social and 
industrial life of the community.** 


CHAPTER n. 

Eotmomie Fanetraiu of GovonunMit, 

* Sodalum ete. 

The State. 

• 

The functions of the state ivith reference to economic 
activities have been thus classified — the state may (I) own and 
manage industries itself (II) regulate economic activities and 
•check undesirable features (III) or positively and actively 
encourage economic activities which are deserving of such 
encouragement. 

State-owned mnd State-managed induatries. 

The state may undertake to own and manage industries of 
certain kinds (a) to develop the national industriat life or (b) to 
achieve social, political or economic ends which would not be 
realised otherwsie. 

(i) Social monopoUeSa 

There are certain kinds of business (for example the supply 
•of gas, water or tramways etc., in towns) which are bound to 
be organized as monopolies and so these have been called social 
monopolies. The governmental management of these social 
monopolies has been advocated, on the ground that it will 
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prevent the abuse of lAonopoly power by private ^business mm 
and will benefit society. There are however practical difficulties 
specially in huge towns like Paris or New York or ILondon. 
where these industries would be on an enormous scale but at 
least there should be government regulation even in these cases. 

(ii) Where' the purity of the supply is a matter of supreme' 

importance as in the case of the currency, the state may think 
it advisable to 'provide the supply -itself and not to depend upon 
private enterprise. . ^ 

(iii) There ere certain economic services which would never 
yield a profit to private enterprises but Yhich musf be under- 
taken by the state on account of the large consumer’s surplus 
which the community would get from the provision of these 
services. 

(iv) There are certain cases in which thf re would be profits. 
in the long run even for private enterprises, but the stimulus, 
of private gain at some distant future is not sufficient to induce 
private enterprisers to bring about the ij^uired supply in the 
present. Railways (or irrigation works) constructed to hasten 
the economic development of the country, these would be 
paying in the long run even for private enterprisers, but as. 
they are not willing to wait for so long they have often to be 
constructed by the state. 

(v) The state is the guardian of the interests of unborn 
generations and so has to take measures for afforestaHon,^conser- 
vation of natural resources, etc. Private enterprisers looking to* 
immediate gains are not fitted for looking after these 'things. 

(vi) The 'development of national industrial life. The state 
has scnuetimes to pioneer industries by state help and under 
state management ; and^it often manages railways and transput 
industries not for the sake of mere commercial profit but with 
a large outlook so as to bring about the development of natkmal 
industrial life. 

(vii) Then tiiere are industries which ate owned andl 
managed by the state fmr political reasons e.g., national defence. 
Industries engaged in the manufacture cd munitions wfil furnish 
examples. 
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(n) jMate ragnlatioii of oeonoidc oetivitiM. 

State control is* required when private business enterpr^ 
has strength but is likely to injure society in some ways. Here, 
control is wanted to regulate privat| enterprise and to prevent 
the injury. State control of private enterprise is wanted in 
social monopolies when state management is not practicable and 
it is also wanted to prevent adulteration and other injuries to 
society. * * 

TlO) State enoonragenmit of industries. 

• 

Such encouragentent is required when private enterprise is 
not sufiSidently strong and more strength and enterprise are 
wanted in the interest of the community. Ohbie encouragement 
given by the state takes various forms : 

(a) The state lhay encourage directly by bounties or sub^ 
sidies. The bounty may take the form of guaranteed minimum 
of profit and it may take other forms. 

There may be bounties on production or for export, 

(b) The state may encourage native inudstries indirectly 
by protecting them from foreign competition. 

Refer to Part II pages 257-262. 

Railways and the State. 

In many modem countries, railways are owned and 
managdl by the State. ^In the United States and in England 
railways are privately owned and privately managed but under 
state regulation and control ; and a fundamental problem of 
railway organization in these countries is whether the present 
system should be continued, or whether it should be replaced 
by government ownership and government management of 
railways. 

(a) Arguments in favour of private ownership and manage* 
ment (and against government ownership and management). 
Some principal arguments advanced by the advocates of private 
management are (i) the ^eater efficiency of private management 
(ii) the greater ela^dty of private management in meeting the 
varying demands oflbitsiness (iii) the danger of undue favours 
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to employees under s&te management specially ^ democratic 
countries where railway workers have ^i^otes and political 
influence (iv) the danger that railway rates, and railway expan- 
•sion etc., would be influenced too much by politics and too little 
by sound fibaancial and economic considerations. 

(b) Arguments in favour of public {i.e., government) 
ownership and public management and against private owner- 
ship and privatf operation. . 

Some arguments advanced by the supporters of public 
ownership and management are the following i 

(1) The state would look to the interest of the people as a 
'whole, their industrial development ; private management looks 

only to profit. 

(2) Elimination of personal discrimination and all other 
kinds of unfair tactics as regards railway rates etc. 

if 

(3) At present railways under private ipanagement in the 
United States and elsewhere exercise a corrupt influence on 
politics ; their tortuous management and ^ominous consequence 
in the greater inequality of wealth are other serious evils. 
These will disappear under state management. 

The State and Trade. 

The question as to the proper relation of the state to trade, 
what are the advantages of abolishing government restrictions 
on trade, and under what conditions, and also the c^ses in 
which restrictions on trade become necessary and desirable — 
these are discussed in the chapter on International Trade. 

» 

The State and Laboor. 

For the relation of the state to labour, and the necessity of 
imposing restrictimis <ni labonr in the interest of the labourers 
^emselves, and also in the economic, political and social 
interests of the community as a whole — see Labour Legislation, 
and Factory Laws, Book v. ch. iv. 

The State and the Poor. 

See Poverty and Poor Lem, Book v. ch. iv. 
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PRESIDENT ROOiSEWLT OF THE UNTTED STATES 
ON THE ECONOMIC FUNCTIONS OF A 
MODERN GOVERNMENT. 

• 

The World Bromic Depression has brought about a notable 
experiment in the United States as regards the ecoimmic functions of 
a Modem Government. In peace time the U. S. A. Government under 
President Franklin D. Roosevelt (the National Recovery Administration) 
h^s assumed and is exercising vast, unprecedented powers in the 
extensive control over prices, production of goods, uages, conditions of 
employment;^ currency and credit all over the country. Roosevelt's basic 
ideas are stated by him in the following words : 

**RecenfTy a careful study was made of the concentration of business 
in the United States, ft showed that our economic life was dominated 
by some six hundred-odd corporations, who controlled two-thirds of 
American industry. Ten million small business men divided the other 
third. 

More striking still, it appeared that, if the process of concentration 
goes on at the same ^ate, at the end of another century we shall have 
all American industry controlled by a dozen corporations and run by 
perhaps a hundred men. Put plainly, we are steering a steady course 
toward economic oligarcj^y, if we are not there already. 

Clearly all this calls for a reappraisal of values. A mere builder of 
more industrial plants, a creator of more railway systems, an organiser 
of more corporations, is as likely to be a danger as a help. The day 
of the great promoter or the financial titan, to whom we granted every** 
thing if only he would build or develop, is over. 

Nor to-day should we abandon the principle of strong economic 
units, called corporations, merely because their power is susceptible to 
easy abuse 

As I see it, the task of^ government in its relation to business is to 
assist the development of an economic declaration of rights, an economic 
constitutions order. This is the common task of statesmen and business- 
men. It is the minimum requirement of a more permanently safe order 
of society. Happily, the times indicate that to create such an order is 
not only the proper policy of government, but is the only life of safety 
for our economic structure as well. 

We know now that these econdmic units cannot exist unless 
prosperity is uniform— that is, unless purchasing power is well distri- 
buted throughout every group in the nation. That is why even the 
most selfish of corporations, for its own interest, would be glad to see 
wages restored and unemployment aided, and to bring the farmer back 
to his accustomed level of prosperity, and to assure a permament safety 
for both groups. This is why some enlightened industries endeavour 
to limit the freedom of action of each man and business group within 
the industry in the common interest of all. That is why business men 
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everywhere axe aekizig for* a form of organisation wbich«win bring the- 
scheme of things into balance, even though it may in some measure 
qualify the freedom of actiqn of individual units within the business. 

. Hvety man has a right to life and this means that he has 
also a right to make a comfoitable living .... Every man has a right 
to his own property, which megns a right to be assured to the fullest 
extent attainable, in the safety of his earnings. By no other means can 
men carry the burdens of those parts of life which in the nature of 
things afford no change of labour-^childhood, sickness, old age. In all 
thought of propefly, this right is paramount; all other property rights 
must yield to it. If, in accordance with this principle, we must 
restrict the operations of the speculator, the manipulator^ even the 
financier, I believe we must accept the restriction as needful, not to* 
hamper individualism, but to protect it.'* — 'P. D. Roosevelt:, Looking- 
Forward, 1933, pages 31-35. * 
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Hm p w e n t cthtrSiadoii oi waahli. 

1. Argumnite apkinst dw preaent dUatribatioii of wealth, 
(•ee Part II page* 29ft^2). 

U. Argnmenta advanced n jnatifieation of the preamt 
ayatem ofkdiatrlhation of wealth. 

(A) Eoonomiata of the daaaical SdiooL 

The economists of the classical school, and of the <^timist 
school regard the present distribution of wealth as perfectly just. 
They argue thus: under the present system, society' is based 
on the liberty of ^abour and the absolute freedom of contract 
and every one receives the just and exact equivalent of the 
wealth he creates by the law of supply and demand. Society 
by the law of supply and demand determines (i) the prices of 
agricultural products^ manufactured products, etc. (ii) also the 
shares in distribution (viz., wages, interest, rent and profits) 
which are the prices of the service of labour, capital, land and 
organization. The public is the best judge, and the public 
judges and pays by the law of supply and demand. 

These writers also point out that competition tends to 
correci any inequalities and injustice that may arise. If a 
particular product or service is sold for a time at an excessively 
high pricet numerous rivals immediately throw themselves into 
the same industry or career, and thus bring down the value of 
the product or the service to the level of the cost of production. 

[Other arguments advanced in favour the present system 
of distribution are (i) it sHmulales productive activity by 
allowing each individual to act freely in his own interest, and 
to keep to himsdf the fruits of his labour. * 

(a) Moreovo’ the present S3rstem possesses an advantage 
over all other imaginable distributive ^tems in this— the 
present system works automaiicatty by the law of supply and 
demand and it does hot zeguire any distributive authority which 
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is wanted under other 'systems. (3) Again the present system 
secures liberty which other systems would sacrifice in endeavour- 
ing to secure a large measure of justice in distribution.] 

(B) PH>f. Smart’s viwr. 

Prof. Smart, a British economist, takes a more moderate 
position as regards the justice of the present system of distri- 
bution, and in^this he represents a part of recent economic 
thought on the subject. 

Smart admits that perfect justice has not been' attained ; 
but he points out that something curiously like a roltgh justice 
has emerged. “At least it is not a 
iti8tic^*in fte’^preslnt distributicm to idlers; nor a distribu- 
distribution, as it tion by force or fraud nor a distribu- 

measures payment tion due to the favour of the distribu- 
Toughly by service. x ^ ^ • x • -i 

tors, to patronage, or to privilege. It 

is, in some sense, a distribution according to product, and is 
based on mutual service.** The rough justice of present dis- 
tribution is established by pointing out? how far arbitrary 
division is eliminated. At least payments are not arbitrary 
where there is mobility, (a) The ^payment of labourers is 
prevented from being arbitrary by the mobility, and the 
solidarity of labour, (b) As regards employers, competition 
between them prevents the arbitrariness of profits. (c) As 
regards capital, capital also is prevented from getting an 
arbitrary remuneration by its mobility. When the supply of 
capital increases rapidly, the rate of int*erest falls, aqd there is 
difficulty in getting employment for capital. 

Prof. Smart rightly makes a modification in this claim of 
rough justice — it is such justice as we can have under a system 
of private property and free transfer of property. [In con- 
sidering the arguments agaihst private property, he asserts 
that (i) rent under modern conditions (with continual sale and 
resale of land as an investment, and the development of com- 
munications) is not a strong argttment against private property, 
(ii) and interest is also not a strong argument because the man 
using borrowed capital and paying the present rates of interest 
gets a great deal of work out of the capital.] 
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And his conclusion this: hast there is enough of 

rough justice in it to make even those of us who feel its imper^- 
factions most keenly think twice before we give our countenance 
to any rival scheme which has yet been proposed/* 

Of such rival schemesi socialism with its many varieties is 
at present the most influential and important. • 

* Socialism. 

The existing system of distribution of wealth and also its 
production are •closely dependent upon the legal structure of 
society sijpcially upon the laws of private property and com- 
petition. Socialists legard the present system of distribution of 
wealth as extremely unjust. And the search for a better system 
of distribution has given rise to numerous systems of Socialism. 
Thorough-going modem Socialists propose not only vast and* 
far-reaching changes in distribution but also corresponding 
changes in production and exchange and these changes neces- 
sitate fundamental changes as regards the laws of property. 

Socialism is not always . violent and lawless— there are 
socialists, violent and lawless, who are for anarchy and* 
dynamite, but there are many socialists who are opposed to all 
violence and advocate peaceful methods and progressive' evolu- 
tion. Again socialism is not essentially antuChristian or antu 
religion — ^though Marxian and other continental socialists 
generally reject Christianity, there have been many socialists* 
among the leaders of the Christian Church in recent times, 
Maurfce, Kingsley, Ib. Clifford in England and others else- 
where. Nor do all socialists aim at abolishing the family or 
encouraging free love. 

There are many kinds of socialists and there are many 
kinds of socialism. Moreover Socialism is still in the process 
of development and change is not a stereotyped system 


* What is socialism ? It is almost like asking '*What is Christianity V* 
Or demanding to be shown the atmosphere. It is not to be answered 
fully by a formnla or an epigram .... Socialism then is a great intel- 
lectual process, a development of desire and ideas that takes the form 
of a project ... a project for the re-shaping of human society upon 
new and better lines. Huit in the ampler proposition is what socialism 
claims to be.’*— New WoMs for Old— H. G. Wells. 
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of dogma, it is 'living, i1* changes and 4evel<^ and it will diange 
and develop with the intellectual and moral de^lopment of 
modem societies. * 

s 

The word Socialism appears to have been first used in The 
Poor Man's Guardian in 1S33. Among modem socialists the 
important nam^ are (i) in Prance — Saint Simcm, the histcnic 
founder of French socialism, Fourier, l«ouis Blanc and 
Proudhon ; (a)* in Germany — ^Ferdinand Lassalle, Rodbertus 
and Karl Marx, undoubtedly the greatest figure in modem 
socialism ; (3) in England — ^Robert Owen, Maurice, 'Kingsley, 
and in recent times William Morris, Sidney Webb and others. 

History of Socialttm. 

(1) The utopian socialism in the early nineteenth 
century. • 

Karlier French and English socialism down to 1848 was largely 
utopian and idealistic. (It was also dominated by a bourgeois or 
middle^lass spirit and was not of atid for the §vorking class). 

These early socialists impressed with the evils of the competitive 
system and private business enterprise proposed socialistic kernes 
which Were expected to remove these evils. These socialists are called 
Utopians and their socialism utopian socialism because they reasoned 
from ideal postulates and they advocated the regeneration of mankind 
through education and brotherly love in ideal ^ communities. Unlike 
many modern socialists they did not want a revolution to establish a 
socialist state but they appealed to the dominant classes for aid to 
carry out their social programme. ^ S 

The most important of the earliest socialists, were Robert Owen, 
Saint Simon, Fourier, Cabet and Blanc. (Short accounts of their 
socialistic schemes are given at the end of the chapter). Blanc was 
however less utopian than the others. 

N 

The prolelamn aad ‘seieiitific’ aoeiaSani of tho 
latter half of the ISA centaiy. 

■y e now pass to the proletarian socialism, of the second half of tha 
njj^nth century, a socialism of and for the w<»king class. And 

sociflJism calls itself a sdenHfic sodalisn^ it prides itself upon its 
dicientific realism and ridicule the utopian ideas of the earlier sodalists. 

The *scientidc* sodsHsts fall iuto two impoftant gtoups : 
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(a) State aociaUtm. 

T]:ie advodlites of state Socialism are nationalists and propose that 
the socialistic programme is to be accepted by the state and to be 
carried out by the national government. 

The leaders of this school are Rodbertua and Lassalle. The 
influence exercised by Rodbertus on eeonomic thought has been very 
considerable. , 

Rodbertus’s economic thought proceeds from two main ideas. 

^ (i) A labour theory of productivity-labour prepuces all economic' 

goods, (s) A belief in a decreasing wages share. The second idea is 
connected with his theory of the iron law of wages. 

Rodbertus is not for revolutionary methods. His position is 'social, 
monarchic^! and national.’ 

(b) Intematioiial aocialitm of Karl Marx. 

Like Ferdinand Lassalle, Karl Marx was a Jew, and a German Jew 
by origin. The Jews have produced many great names in philosophy 
letters, art, masic and science, but few greater than that of Marv 
With Marx socialist^ took on a purely materialistic garb and became 
international in scope as contrasted with the national industrialism or 
state socialism of Rodbertus. 

The international socialism of Marx is revolutionary in temper and 
it is abstract and deductive. Some principal features of scientific 
socialism as taught by Marx are the following ; 

(x) Society is an evolutionary product. 

(2) History is to be given an eeonomic interpretation, i.e., the 
history of our whole social life including religion, government, art, etc. 
is the result of past and present economic conditions. 

(3) *Marx*s theory of value and his doctrine of surplus value. 

Mm thinks that labour produces all value, capital being nothing 

but stmen labour. The whole value of a comm^ity depends upon the 
quantity of' labour exi^pended upon it. In its quantitative aspect, value 
is reduced to socially necessary labour-time—to the time spent by the 
average labourer in producing the commodity undeV existing social 
conditions. 


*Marx distin^ishes between uaa-value and exchange-value. 

"The utility <3 a thing makes it a value." 

As regards exchange-value Marx remarks "We see then that that 
which determines the magnitude of the value of an article is the amount 
of ^labour sociaUy necessary or the labour time socially necessary for its 
production . « . The value of one commodity is to* the value of any 

other as the labeuivtime necessary for the production of the one is to 
that necessaiY for the prSduddm of the other. As values, all common 
dities are only definite tflessea of congealed laboiir<4ime." 
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The doctrine of surplus value is that labourer produces mo^e 
tha& he gets as wages, And the surplus t value whidi js'^ produced hy 
him is appropriated by the capitalist, the employer and the landlord 
in the shape of interest, profit and rent. The lalfourer is thfis deprived 
unji|Btly of a large part of the value produced by his labour. 

(4) The doctrine of^ the class struggle. 

The exploitation of the labouring class by the capitalist and the 
landlord classes produces a profound antagonism between these clashes; 
and this antagonism has given rise to a class struggle which can end 
only in the ove^hrow of the capitalist and landlord classes and ttie 
triumph of the labouring class and the establishment of the socialist 
state. • ^ 

Marx is unquestionably the most powerful personality in the history 
of socialism and his Capital {Das Kapital) has been called \he Bible of 
socialism. This work of Marx is a study at^i a* criticism of capital, but 
indirectly it is a brilliant exposition of socialism armed with all the 
learning of the nineteenth century 

Some eriticinns of Man’s theory. , 

Marx, brilliant and suggestive as he is, is open to serious criticism 
on many points. 

(1) History should not be given a purely ^economic interpretation. 
The history of mankind is influenced by economic, religious, political 
and other causes. 

(2) The Marxian theory of value is also unsound and his theory of 
value is the heart of his whole system. The Marxian theory of value is 
unsound (a) because it neglects the factor of utility and does not deal 
with utility at all adequately, (b) because even assuming that cost alone 
can explain exchange value, it is not true that all cost can be reduced 
to labour. (Value is due not to labour cost alone), (c) I'he Marxian 
theory of value also breaks down before differences in the qi|ality of 
labour. The doctrine of surplus value is thu^not founded on facts. 

(3) The doctrine of class struggle also is not completely borne out 
by facts. The struggle between the classes is not growing more and 
more acute ever3rwhere ; and many socialists to-day are of opinion 
that the victory for socialism would be won without blood-shed (and 
through the labourers securing a majority in the national parliament 
and establishing socialism by parliamentary legislation) and not by 
bloody revolution as Marx expected. 

The revolntkniary end the evohitionuy Soeielieti. 

Marx, Bngels and their orthodox followers were revolutionary 
aocialists, who expected that the socialist state would be established by 
a revolutiott. A very large body of socialists at the present day heve 
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a socialism which is not wolntionary bat * evolutionary. And these 
evolutionary sdbialists believe that the" socialist state would be 
established without blood-shed and revolution and as a result of a 
gradual increase in the strength of the socialist party as a political 
organizations in most modem states. The majority of socialist leaders of 
the present day in many modem countries are evolutionary socialists. 

The tendency among modern socialists is to reject certain parts of 
Marx’s theory and to maintain the rest, to reject* the materialistic 
interpretation of history and the theory of surplus value, while accepting 
the doctrine of the class struggle, internationalism and the socialisation 
of the instruments of production. Some leading figures among recent 
socialists afe Berfistein in Germany, Jaures in h'raiice, Sidney Webb in 
England. The evolutionary socialists are also called revisionists or 
opportunist^ 

lyenin and Trotsky, •the leaders of Bolshevik Russia, profess to base 
their socialism on the pAre, undiluted doctrine of Marx — but the amount 
of genuine socialism in the Russian proletarian dictatorship has been 
questioned by competent socialist observers, Bertrand Russell and others. 

* C^racter of Modern Socialispi. 

Modern state socialists would expand the business functions 
of the state, so that tall industries would become state industry 
managed by the state. Private economic activity is to be ended 
and to he replaced by public economic activity. And all such 
business would be regulated by the people in their organized 
capacity. The present political organization, is to become an 
industrial organization based upon the will of the people and 
their suffrage. In this way, there will be industrial democracy 
as well as political democracy. 

Thi socialists projlbse 

(i) State ownership of the instruments of production, viz. 
Land and Capital. 

• (2) State management of the instruments of production, 
and production of wealth under state control and management. 

. (3) The distribution of the product of industry {i.e, the 


* Not all socialiats are for bashig Socialism upon the state as we 
know it. The early utopian socialists depended upon private effort and 
experiment, and on the other hand, Marx was for a vast international 
combination of the labourers of all nations without distinction of creed, 
colour and xiationality—but modem state socialists would make-'thc state 

itself sodalistic, and would base socialism upon the state as it is. 

» 

n — 32 
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national income) among the different classes by the authority 
of the state. * ^ 

Xhey do most seriously object to the ownership of capital 
or of land by private persons because private ownership of the 
means of production leads io the exploitation of the labouring 
classes. 

Though the socialists object to the private ownership of 
instruments of production, all of them are not opposed to the 
existence of private property in income earned by individuals 
under the socialist state. 

Socialistic criticism of the Modem State. 

Socialists of different schools criticise the existing system 
of production and distribution of wealth as carried on under the 
Modern State. They put forward economic as well as moral and 
social objections against the present industrial system. 

I. Economic objections against the present system (and 
economic advantages claimed for socialism). 

(i) Production under the present system is inefficient be- 
cause of the wastes of competition and the haphazard methods 
of present industry. 

Socialists declare that in their system production will be 
scientifically organized and would be much more efficient. They 
claim that (a) the economic needs of the community will be 
accurately estimated, and the available land, labour and capital 
carefully apportioned so that just the quantity of each kind of 
goods required will be produced. 

(b) The duplication of plants and staffs and the excessive 
production of ‘particular goods, now so common under com- 
petition, will be avoided. 

To quote Prof. Elyt “Competition is wasteful. Tw^o rail- 
ways are built where one would suffice look at the shops, 

wholesale and retail, and see the waste of human force. With- 
out competition the whole dry goods and grocery business could 
be carried on with a third of the present economic expenditure 
of force.*' 


t Ely— OufWnes of Economics, 1910, page 520. 
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(c) Socialism would s&ve the enormous expenses of adver- 
tising and competiiwe selling incidental to the present system. 

(d) In the modern state there are the idle classes who 
spend but do not work. Socialism j^ould make them work for 
their bread. 

(e) Unemployment which becomes widespread with the 
coming of crises and depression is one of the serious evils of 
tlie modern industrial organization. Socialists fflaim that they 
will abolish unemployment by a more scientific organization of 
production. 

(2) Tjie present distribution of wealth concentrates wealth 
in the hands of a few tich landlords, capitalists and business men 
while the vast majority of workers get less than their proper 
share of wealth and are poor. Socialists declare that they 
would establish a just distribution. 

(3) Then as regards consumption. 

To-day goods are made by producers for sale ; they would 
be made for use, for fht benefit of the consumer in the socialist 
state. Socialism would suspend the production of harmful goods 
and would abolish adulteration and deception. 

II. Moral objections against the present system (and 
moral advantages claimed for socialism). 

The injustice of the present system of distribution is a 
grave moral objection. The fundamental objection is that 
modern industry is based upon self-interest. Socialism is based 
on worthier motives. Tender it all men would live like brothers. 
“Socialism relies upon the love of activity for its own sake, the 

desire to contribute to the common good and the ambition to 

wip social esteem and social distinction through conspicuous 
social service. “ 

* Some elements of truth in Sdcialism and in the Socialist 
criticism of the Modem State. 

The socialistic criticism of the modem state and 
the constructive programme of the Socialists make clear the 

• For a vigorous and popular exposition of the case for modem 
socialism, the student is referred to New Worlds for Old — ^H. G. Wells. 
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elements of truth in socialism. The* strength ofc socialism lies 
chiefly in the (i) claim for a scientific •organization of the 
national production of wealth, and the socialistic criticism of 
present waste and also of the idle rich who do not work ; 
(2) for a just distributiofl of the national income. Other 
elements of strength are socialistic criticisms (3) of the present 
capitalist and competitive system in the matter of unemploy- 
ment (4) of adulteration, deception and cheap and nasty goods 
which are the outcome of the system of private capitalism in 
which goods are made to sell and not for use and X5) finally 
of the selfish spirit of competition. ^ 

Defects of Socialism as regards (A) its criticism of the 
Modem State (B) its own constructive programme. (The 
arguments against Socialism), 

The weakness of Socialism lies (A) partly in the weakness 
of some of the arguments employed by ther Socialists againvSt 
the modern state ; (B) partly in the defects attaching to the 
constructive programme of the Socialists themselves for the 
establishment of the Socialist State. 

(A) The following among other things are elements of 
weakness in Socialism : 

(1) The predictions of Marx and his followers about the 
modern state have been to S()me extent falsified so far, and the 
evils of the present system may he removed in future without 
the establishment of socialism. 

t f 

(2) The Marxian doctrine of the class struggle, and the 
economic interpretation of history as given by the socialists are 
partly at least erroneous. 

(3) The socialists underrate the productive efficiency of 
the present capitalist and competitive system. Under the 
present system the production of wealth has greatly increased 
in every modem country. 

The socialist sees the suffering and starvation, waste in 
production and extravagance in consumption in connexion with 
the present system ; but he ignores the thousands of happy 
homes scattered throughout the land in rich and progressive 
countries like Britain, France and the United States. 
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(B) Defects in the constructive programme of Socialism 
cihoui the estahlishj/ient of the Socialist State, 

(1) In the Socialist State, the difficulties of administration 
would be serious and substantial. There would be difficulties 
relating to the apportionment of labour among the various 
industries, specially as regards unpopular ocoupations, about 
the assignment of value to products, about the quantity of 
goods to be produced, the relative proportion p-f capital goods 
and consumers*, goods etc. 

(2) is feared by many leading economists that industrial 
progress i^ould he hampered under the socialist state, and 
production will be 1^ efficient than under the present regime. 

In the absence of the incentive of competition and the 
stimulus of private ownership and private enterprise, the 
accumulation of capital, and also inventions and improvements 
may be checked, 

(3) A great difficulty would arise in connection with the 
distribution of the national income. On this question socialists 
differ among themselves. Some advocate equal distribution, 
others advocate distribution according to needs, others are for 
distribution according to efficiency. 

(4) Political and social dangers of Socialism. 

Then there is the danger to liberty and also other evils of 
a political and social character under socialism. Everything 
(the choice of occupation, methods of production etc.) would 
be conit>letely regulated by the gigantic bureaucratic machine, 
and posMbly there would be an end of individual liberty, 
initiative and enterprise. The loss to society and civilisation 
under these circumstances may be incalculable. 

And under present conditions of public morality, there 
would be an immense amount of political corruption, intrigue, 
personal spite and favouritism on the part of the rulers of the 
State (however they may be elected or appointed). 

(5) Perhaps the socialists make the fundamental mistake 
of under-rating the psychological obstacles to their plan. 
Perhaps the average man is neither so inclined to work nor so 
zealous for the common welfare as socialism demands. But it 
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is just possible that the psychological obstacles may be largely 
overcome by an appropriate system of education. 

c 

Bertrand Russell on the Socialist State. 

Many Socialist writers hate sketched their Socialist State of the 
future. , 

Bertrand Russell paints an attractive picture of the Socialist 

State : » 

« 

“Bducation should he compulsory up to the age of sixteen, or 
perhaps longer; after that, it should be continued or not at the option 
of the pupil, but remain free (for those who desire it) up to at least the 

age of twenty-one I think we may assunje that, with 

the help of science, and by the elimination ofcthe vast amount of un- 
productive work involved in internal and international competition, the 
whole community could be kept in comfort by means of four hours' 
work a day. It is already being urged by experienced employers that 
their employees can actually produce as much in a six hours' day as 
they can when they work eight hours « . . . . 

Payment will not be made, as at present, on*iy for work actually 
required and performed, but for willingness to work 

There would still have to be money, or soiliething analogous to it, 
in any community such as we are imagining 

The expense of children will not fall, as at present, on the parents. 
They will receive, like adults, their share of necessaries and their 
education will be free 

Government and I^aw will still exist in our community, but both 
will be reduced to a minimum. There will still be acts which will be 
forbidden — ^for example, murder, 

When elementary needs have been satisfied, the serious fiapp'^^^ss 
of most men depends upon two things : the‘ir work and tjieir human 
relations. In the world that we have been picturing, work will be free, 
not excessive, full of the interest that belongs to a collective enterprise 
in which there is rapid progress, with something of the delight of 
creation even fpr the' humblest unit. And in human relations the gain 
will be just as great as in work. The only human relations that 
have value are those that are rooted in mutual freedom, where there 
is no domination and no slavefy, no tie except affection, no economic 
or conventional necessity to preserve the external show when the inner 

life is dead Marriage should be a free spontaneous 

meeting of mutual instinct, filled with happiness not unmixed with a 
feeling akin to awe : it should involve that degree of respect of each 
for the other that makes even the most trifling interference with 
liberty an utter impossibility, and a common life enforced by one 
against the will of the other an unthinkable thing of deep horror 
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Wliat are we to say, lastly, of the effeH of our projected world 
upon physical ^il ? Will there be less illness than there is at present ? 

Will the produce of a* given amount of labour be greater? 

Will men in such a world become lazy and apathetic?* Will 

they cease to think? These are important questions; for it 

is ultimately to science that mankind must look for their success in 
combating physical evils. 

If the other conditions that we have postulated can be realized, it 
seems almost certain that there must be less illness than there is at 
pfesent. Population will no longer be congested in slums ; children will 
have far more oi^ fresh air and open country ; the hours of work will 
be only si>ch as are wholesome, not excessive and exhausting as they 
are at present. 

But under a freer system, which would enable all kinds of groups 
to employ as many mefi of science as they chose, and would allow the 
“vagabond’s wage** to those who desired to pursue some study so new 
as to be w'holly unrecognised, there is every reason to think that 
science would flourish as it has never done hitherlo. And if that w'ere 
the case, 1 do not believe that any other obstacle would exist to the 
physical possibility tfl our system. 

The system we have advocated is a form of Guild Socialism, .... 

And if Socialism ever comes, it is only likely to prove 

beneficent if non-econotnic goods are valued and consciously pursued. 

The ivorld that we must seek is a wofld in which the creative spirit 
is alive, in which life is an adventure full of joy and hope, based rather 
upon the impulse to construct than upon the desire to retain what we 
possess or to seize what is possessed by others. It must be a world in 
which affection has free play, in w^hich love is purged of the instinct 
for domination, in which cruelty and envy have been disj^elled by 
happiness and the unfettered development of all the instincts that 
build up life and fill it with mental delights. Such a world is possible; 
it waits lonly for men toiwish to create it.** 

• — Bertrand Russell, Roads to Freedom, 1928, pages 193-210. 

Some leading economists on socialism — ^Marshall, Selig- 
man, Taussig, Cannan. 

Economists differ among themselves as to the difficulties of 
socialism and its practicability, and they differ in the emphasis which 
they lay upon .the various objections against socialism ■ 

Prof. Marshall, in common with other leading economists, 
admits that all is not well with the existing distribution of 
wealth and is in favour of gradual improvements — not for socialism 
and, sudden and violent reorganisation of the economic, social and 
political conditions of life. He maintains “that the distribution 
of the national dividend, though had, is not nearly so bad as 
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is commonly supposed;** ^‘that the social^ and economic forces already 
at work are changing the distribution of wealth for the better ; 
that they are persistent and increasing in strength; and that their 
intlucftice is for the greater part cumulative; that the socio-economic 
organism is more delicate and complex than at first sight it appears; 
and that large ill-considered (jhanges (like socialism) might result in 
grave disaster.** He points to the economic and social perils of 
collectivism (soci^flism) and criticises socialism mainly on the grounds 
that (i) socialism is opposed to human nature, and would require from 
the whole peopl^ ‘a power of unselfish devotion to the public good 
which is now relatively rare’, (2) it would check progress and production 
of wealth by discouraging invention and also accumulation^ of capital. 
Tn the existing condition of society, men for their private gain save 
and accumulate capital (so greatly needed for the development of national 
industry and trade), and they make invention^, relating to machinery 
and process of production ; private gain for the capitalist and the 
inventor would be abolished under socialism, and so there would be 
no incentive to invention or accumulation of capital. “There is there- 
fore strong prima facie cause for fearing that the collective ownership 
of the means of production would deaden the energies of mankind, 

and arrest economic progress, it might prqbably destroy much 

that is most beautiful and joyful in the private and domestic relations 
of life.** — Economics of Industry, Chapter XV. 

Prof. Seligman, one of the chief American writers, holds similar 
opinions. He ahso asserts that socialism, if introduced, would stifle 
economic progress and check production of wealth. “If anarchism 
forgets the state, socialism forgets the individual. If anarchism 
exaggerates the possibilities of private action, socialism exaggerates 

those of public action In his anxiety to escape from the evils 

of the present, the socialist is willing to entrust himself to the fortunes 
of a dubioUs future. Impatient of the shortcomings of distribution, he 
does not realise that his scheme will endanger production ... he does 
not see that he will stifle progress. In hisf effort to remoVe actual 
inequalities he bids fair to reduce economic life to the homeless level 
of a dull and low’ uniformity. With human nature as it exists at 
present, and as* it bids fair to continue for an incalculable future, 
socialism, if ever realised in practice, as at present in Russia, would be 
the death knell of economic advance and true social betterment.** — 
Principles, Chapter XXXV. 

Another distinguished Amerifcan writer, Prof. Taussig, thinks some- 
what less of the difficulties of socialism. In the socialist state, he 
asserts, organisation, the valuation of commodities, and the accumulation 
of capital w^ould not present serious obstacles and that for the mass 
of men, there would be practically little diminution of real liberty. He 
seems to be of opinion that the real difficulties will be largely of a 
psychological character and that the maintenance of vigour, efficiency 
and progress would be practically impossible both as regards the rank 
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and file of the workers anjjl also as rej^ards the leaders and also the 
increase of effective capital through improvement and invention.] 

Prof. Caiman, the doyen of the London school, has a sympathetic 
and progressive attitude towards socialism. In the Economic Journal 
(Sept. 1908) he asks, “Why cannot present-day socialists be a little more 
courageous ? Nothing in Economics is* more certain than that the best 
distribution— the distribution tohich makes a given amount of product go 
furthest — is distribution according to need. It is equally certain that a 
community with a perfectly organised system of corporate control could 
Arrange production more economically than it is arranged or likely to 
be arranged by^our present mixed system. What is the difficulty in 
supposing that, given sufficient time, the corporate organisation may 
become perfect enough to arrange all production and distribution > . . . 
while grevt things may be expected of corporate management in. the 
future, there does noUseem the same reason for expecting improvement 
in private enterprise. Profit-seeking works excellently where there is 
real competition, but as time goes on and the scale of business increases, 
the easy working of competition is more and more interfered with by 
aggregation and combination. Consider for example, the English railway 
system. The management of ^ach railway has been entru.sted to a 
board of a dozen t)ld gentlemen who, though nominally elected by the 
shareholders, really perpetuate themselves by coptation. A more absurd 
method of manageme:jt could scarcely be devised.” And the work would 
be better, managed by a board appointed by politicians who were afraid 
of the House of Commons and the electors.” 

A defence of Capitalism — ^Hartley Withers on “The Case 
for Capitalism.” 

Of recent defences of capitalism against socialist attacks. The Case 
for Capitalism by Mr. Hartley Withers is one of the cleverest and has 
attracted much attention. Socialism is the alternative to Capitalism. 
Mr. Withers waxes eloquent in his description of the achievements of 
Capitahsm, and enliveAs his attacks on Socialism by flashes of hii» 
characteristic humour. Two varieties of Socialism are popular now-a- 
days in England— State Socialism and Guild vSoiialisin (see pages 51:- 
Withers states that one main objection against both these 
varieties of Socialism is that the consumers will have no freedom 
— they will have to take whatever is produced by the state (under 
State Socialism) or by the Guilds (under Guild Socialism). But 
this freedom the consumers do possess in the existing condition 
of society under Capitalism, they buy what they like and not w'hat- 
ever is offered to them. As against State Socialism Withers declares 
that it would check national production of wealth and by the 
establishment of bureaucratic control might have deadening effects 
on moral and intellectual growth; as again Guild Socialism he asserts 
that it would check production almost as seriously as State Socialism, 
that it would produce a selfish and sectional outlook, that there would 
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he friction and difficulties Ijetween the Guilds as to the values at which 
tliey would exchange their products, that ft might lead* to a lowering 
of the workers* standard of comfort, while it is hard to see that they 
would gain any real increase of freedom. 

And then he continues “In putting the case for capitalism in the 
foregoing chapters, I have by no means meant to argue that it is the best 
possible economic system, only *that it has worked wonders, and can 
work still better wqnders in the future and that we cannot he sure that 
any other system that has yet been suggested will do as well/' Under 
modern capitalism (introduced in the middle of the i8th century) the 
world (specially Western Europe and the United States of America, 
the real strongholds of capitalism) has increased greatly in population 
and production of wealth and the standard of comfort for the masses of 
the population has been substantially raised— “Many millions of people 
were born and lived a life that had a good deal of comfort find jollity, 
and a certain amount of real nobility mixed up ifi its queer salad-bowl, 
who never would have seen the light without the industrial development 
that w’as in fact worked out under capitalism**. Also Capitalism secures 
consunier*s freedom \vhich would l)e abolished by Socialism. 

He concludes on the following note — “Such is the debt that all of us 
owe to the capitalists of the past. But ^hen we ha^e taken off our hats 
to them and acknowledged it, we have to give our minds to reforming 
and improving the capitalism of the present." The essence of capitalism 
is competition— competition between rival producers increases efficiency 
and production of wealth within a country, reduces cost of production, 
also price to consumers and gives the consumer freedom to buy from 
any producer he likes. TTesent capitalism is to be reformed by getting 
rid of (i) Monopoly, also profiteering wdiich threaten the interests of 
consumers and ( 2 ) the foolish, short-sighted policy of ‘continually 
resisting the claims of the wage-earners for higher wages on the 
ground that industry could not stand them, when subsequent experience 
proved that it could.* Unless capitalism is reformed in this fashion, 
consumers w'ould desire socialism thinking that public monopoly is 
better than private monopoly, and labourers wbuld desire it believing 
that they w’ould get w'hat was their due only from the state* and not 
from private employers. Vulgar ostentation in expenditure bj* the richer 
classes naturally embitters the rest of the population. This also must 
go. It is desirable that eyery capitalist should be a w'orker, and every 
worker should be a capitalist. The labourers should save capital and 
invest it in industry — increasing their income and improving their 
economic status. The capitalists should work, take part in industry — 
not live idle lives. “In the meantime improvements in education should 
give to all a better chance of material success in life, and open the 
chance of a career to all who have the necessary gifts of courage, 
honesty, initiative and readiness to take responsibility.** 

J. M. Kesmes and ‘The End of Lausez Faire.” 

Marshall and most of the leading economists want a reformed 
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capitalism. Mr. Keynes w^its a reformed •capitalisin—and the end of 
laissez faire. • 

The End of Laissez Faire, Mr. Keynes* stimulating little thing, 
cantiot be ignored in any present-day discussion of Capitalism and 
Socialism. 

Mr. Keynes— ill this agreeing \Vith some of the best Knglish 
thinkers to-day- is clearly of opinion that Capitalism is not the last 
word in Economics. Capitalism is not the highest economic goal. In 
/act it has in it a great deal of evil. But it can be made much more 
efficient than it is now, more efficient than any al«?rnative system yet 
in sight. "For. my part, I think that Capitalism, wisely managed, can 
probably^ be made more efficient for attaining economic ends than any 
alternative system yet in sight, but that in itself it is in many ways 
extremely® objectionable.** 

Like the late Prof. Marshall, his guru, Mr. Kexnc.s votes for 
Capitalism. But not for the laissez faire capitalism of old da>s. Tic 
is for putting an end to laissez faire. He sees in modern tendencies 
the end of laissez faire. 

"Let us clear <rom the ground the metaphysical general principle 
upon which from time to time, laissez faire has ^en founded. It is not 
true that individuals possess a prescriptive "natural liberty** in their 
economic activities. Jhcre is no "compact** conferring perpetual rights 
on those who Have or on those who Acquire. The w'orld is not so 
governed from above that private and social interest always coincide. 
It is not so managed here below that in practice they coincide. It is 
not a correct deduction from the Principles of Kconomic.s that enlightened 
self-interest always operates in the public interest. Nor is it true that 
self-interest generally is enlightened ; more often individuals acting 
separately to promote their own ends are too ignorant or too weak to 
attain even these. P^xperience does not show that individuals, when 
they make up a social unit, are always less clear-sighted than when 
they act separately . . > . . 

Perhaps the chief task of Economists at this hour is to distinguish 
afresh the Agenda of Government from the Non-Agenda ; and the com- 
panion task of Politics is to devise forms of governiilent w’ithin a demo- 
cracy which shall be capable of accomplishing the Agenda. I will 
illu.strate what I have in mind by two examples. 

(i) I believe that in many cases the ideal size for the unit of 
control and organisation lies somew'htere between the individual and the 
modern state. I suggest, therefore that progress lies in the growth 
and the recognition of semi-autonomous bodies w^ithin the state — bodies 
whose criterion of action within their own field is solely the public good 
as they understand it, and from whose deliberations motives of private 
advantage are excluded, though some place it may still be nece.ssary to 
leave, until . . . bodies . . . subject in the last resort to the sovereignty 
of the democracy expressed through Parliament. 
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.... It is easy to f'ive examples, fmm what already exists, of 
separate autonomies which have attained or are approaching the mode 
I designate — the universities, the Bank of England; the Port of I/ondon 
Authority, even perhaps the Railway Companies .... 

But more interesting than these is the trend of Joint-stock institu- 
tions, when they have reached a certain age and size, to approximate 
to the status of public corporations rather than that of individualistic 
private enterprise . . The shareholders must be satisfied by con- 
ventionally adequate dividends ; but once this is secured, the direct 
interest of the maivigement often consists in avoiding criticism from the 
public and from the customers of the concern .... They are, as time 
goes on, socialising themselves, 

. . . The battle of socialism against unlimited private profit is being 
won in detail hour by hour . . . We must take full advantage of the 
natural tendencies of the day, and we must t>robably prefer semi- 
autonomous corporations to organs of the Central Government for which 
Ministers of State are directly respon.sible. 

iz) I come next to a criterion of Agenda which is particularly 
relevant to what it is urgent and <lesirable to do in the near future. 
We must aim at separating those services which are technically social 
from those which are technically individual .... The important thing 
for Government is not to do things which individuals are doing already, 
and to do them a little better or a little worse; bat to do things which 
at present are not done at all .... I limit myself to naming some 
instances .... 

Many of the greatest economic evils of our time are the fruits of 
risk, uncertainty, and ignorance. It is because particular individuals 
. . are able to take advantage of uncertainty and ignorance and also 
because for the same reason tliat big business is often a lottery, that 
great inequalities of wealth come about; and those same factors are 
also the cause of the miemploj’ment of labour .... I believe that the 
cure for those things is partly to be sought iq the deliberate pontrol 
of tlie currency and of credit by a central institution, and part’y in the 
collection and dissemination on a great scale of data relating to the 
business situation, including the full publicity, bv law, if necessary, 
of all business facts w'hich it is useful to know .... 

My second example rentes to savings and investments ... I do not 
think that these matters should be left entirely to the chances of 
private judgment and private profits, as at present. 

Mv third example concerns population. The time has already come 
when each country needs a considered national policy about what size 
of population, whether larger or smaller than at present or the same, 
is most expedient. And having settled this policj^ we must take steps 
to carry it into operation. The time may arrive a little later when 
the community as e whole must pay attention to the innate quality 
as well as to the mere numbers of its future members.’* 
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Mr. Keynes’s plan is thus in part on& of directh extending the 
functions <rf *the state as regards services which he describes as 
“technically social” ;* and in part one^of gradually socialising capitalism 
through semi-autonomous bodies subject to the ultimate control of the 
democratic state applying the now -popular group idea to economic 
organisation t 

Socialism in present politics. Influence of socialism on 
legislation and administration in modern States. 

LTp to the present time, except in a few small and scattered 
communities, no attempts to apply the principles of socialism 
to their full exteift have been made. No big and powerful 
modern state has adopted the complete programme of socialism, 
— Socialism is thus largely an ideal rather than an actuality. 
The only exception is Russia which has established a vSocialist 
State under its pi'eseiit Bolshevik rulers. 

The socialist ideal however counts its adherents by millions 
in the modern cividised world, and it is exercising in an increas- 
ing degree great influence on the legislation and administration 
of almost all modern states. Socialists have great political 
influence in many continental countries (France, etc.) and 
they have become of considerable importance in England 
and the United States. Numerous reforms in social legislation 
have been either the direct work of socialism in politics or the 
indirect results of ^ its influence. Workingmen’s insurance, 
factory olaws, industrial courts, tax reforms, the movement for 
a universal suffrage — all these things aiming at the improve- 
ment of the economic and the political condition of the masses 
have been influenced by the efforts of socialists. In the pro- 
gressive countries of Europe and also in the United States, 
socialists by influencing public opinion have put into practice 
some of their administrative theories — and their activities 
include increased care for the poor, specially for children, 
extension of education, improved sanitation, popular concerts 
and theatres, together with the municipal control and manage- 
ment of waterworks, gasworks, street railways and other public 
utilities. 
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Recent developments of Socudism — Sori^itm, Guild 
Socialism. Syndicalism. r 

Cbmmnnism and Sovietism. 

In a system of complete communism every individual will be allowed 
to take from the state everythitfjg that he needed. All persons in the 
communist state wq,uld get payment not according to work but accord- 
ing to xvants or needs. It is clear that such complete communism is 
possible only in an extremely wealthy society where it would be possible 
for all persons to take from the state whatever they need for satisfying 
their w'ants. But even the wealthiest countries of the world to-day are 
countries of limited wealth and so communism at present is an economic 
impossibility; and many objections against socialism apply also to com- 
munism. Russia is the only country that has seriously attempted to 
establish communism and it has failed— ami t“in strict sense Russia 
is communist no longer, in theory, and is settling instead to a regime 
of higlily centralised collectivism, conducted according to the ordinary 
methods of accountancy, in the leading industries — textiles, transport, 
iron and steel and so forth— coupled wdth small-scale private enterprise 
in agriculture, and more or less strictly regulated cartalism in the other 
departments of economic life.** • * 

State pro\ision of houses for the working classes or of other com- 
modities and services at less than full cast or frei may be regarded as 
e^amJ)les of jiartial communism. 

Sovietism is a form of Socialism. The Soviet Socialists of Russia, 
like* other State Socialists, are for the national ownership of land and 
capital (as distinguished from private ownership) ; but the organization 
of industry under the Soviet system offers certain peculiar and charac- 
teristic features. Each factory has its own Soviet or Committee. “In 
Russia the powers of the Factory Soviet seem to have been conditioned 
from the first by the existence of the local Soviet, organised on a terri- 
torial and not on industrial basis Th^ real power of anpoint- 

meiit and administration were gathered up in the hands oft Moscow, 
while the formation of a centralised Trade ITnion for each industry 
constitutes a further check on the independence of individual groups of 
workers.” ^ 

Russian Communism and Sovietism for a time exercised considerable 
influence over Germany and Italy and even on the Clydeside Workers 
in Scotland. The visions of a Soviet Republic in Germany were crushed 
in 1919. In Italy attempts made in 1920 to establish Sovietism in the 
metal factories brought about the restoration of capitalism and indeed 
the establishment of Fascism. 

Mr. Bertrand Russell comments unfavourably on Communism and 
Sovietism in Russia — “In spite of outw^ard success the inner failure has 
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proceeded by inevitable stages .... by prdvoking the hostility of the 
outside world* the Bolsheviks of Russia w’ere forced to provoke the 
hostility of the peasants of Russia and finally the hostility or utter 
apathy of the urtian and industrial population. These various hostilities 
brought material disaster and material disaster brought spiritual 
collapse. The ultimate source of the whole train of evils lies in the 
Bolshevik outlook on life; in its dogmatism of hatred and its belief that 
human nature can be completely transformed by force.** 

Syndicalism and Guild Socialism. 

Syndicalism. 

Pure Syndicalism is different from and indeed is opposed to Socialism 
for pure Syndicalism wants to destroy the State, 

Syndicalism {originally known as Revolutionary Syndicalism) , 
developed in France as a revolt against political Socialism. A large 
section of 1‘rench labourers lost faith in political socialism as “many 
French politicians who have risen to power have begun their })olitical 
career as vSocialists, and have ended it not infrecjuently by emplo>ing 
the army to oppress^strikers.** 

Syndicalism wi*s originally the French name for Trade Unionism. 
'J'lie French Trade Unions became divided into two sections (i) the 
reformists and ( 2 ) the. Re volutionary and it is this Revolutionary Syndi- 
calism which has now come to be known as Syndicalism. The American 
Uabour organisation known as the Industrial Workers of the World 
(commonly known as the I.W.W.) stands for American syndicalism. 

The essential idea of Syndicalism is that in each locality the asso- 
ciation of workmen in each trade is to control the means of production; 
and the good of the working class as a whole at the same time is not 
ignored for the local Syndicat (Trade Union) is not only federated 
with the Syndicats in the same industry in other places but it is also 
federated with the other Syndicats of other trades in its locality forming 
togethef the local Bourst, du Travail, The Syndicalists desire to destroy 
the State as they think that the State is a capitalist institution terrorising 
the labour classes. They do not believe that the State will be much 
better even under State Socialism, And the Syndicalists therefore want 
that each industry should be self-governing and that means must be 
found for adjuvsting the relations between the different industries of the 
country. 

Syndicalism has thus no faith in ihe State. And Syndicalism does 
not believe in political methods (constitutional and Parliamentary action) 
for realising its ends. Syndicalism wants a class war of Labour against 
Capitalism to be conducted by industrial rather than political methods. 
The chief industrial methods advocated by the Syndicalists are the 
strike, the boycott and sabotage (or the practice of doing bad work or 
spoiling machinery or work already done). The most important of the 
Syndicalist methods is the General Strike or a complete stoppage of 
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work by a sufficiently num^ous body of labourers in different industries 
to secure the destruction of capitalism and the complete emancipation 
of the workers. 

Guild Socialism. 

Pure Syndicalism is not likety to be widely popular in Great Britain. 
In the words of I^r. Bertrand Russell “Its spirit is too revolutionary 
and anarchic for our temperament. It is in the modified form of Guild 
Socialism that the ideas derived from the C. G. T. (Confederation 
General du Travail,' of Prance and the I. W. W. of America are tending 
to bear fruit in Great Britain.” ^ 

Pure Syndic alists speak in rather scornful terms of Guild Socialism 
as the latest product of “the stupid middle class mind,” “a cool steal 
of the leading ideas of Syndicalism and a deliberate perversion of 
them” ; and they protest against the State idea ffe Guild Socialism. 

British writers advocating Guild Socialism include men of consider- 
able distinction like Mr. G. D. H. Cole, Mr. Bertrand Russell and others. 
Also some British writers have attempted to find historical analogies 
in the medieval craft s\stem. ^ 

The (Mid Socialists maintain that Guild Socialism is superior both 
to Syndicalism and Socialism. The Syndicalist claims everything for 
the industrial organisation of producers, the Racialist or collectivist 
everything for the territorial or political organisation of consumers, 
'ivhile the Guild Socialist attempts to safeguard the interests both of 
producers and consumers within the community. 

According to Guild Socialism, each industry is to be self-governing 
and each factory is to be frf*e to control its own methods of production 
by means of elected managers; and the different factoriCvS in every 
industry ought to be federated into a National Guild vchich will look 
after marketing and the interest of the industry as a whole. P'ach 
Guild is to decide as to how the collective Guild income is to be dis- 
tributed among the members. The liberty of '■the producers arfd their 
economic interests are properly safeguarded by this self -government in 
industry ; and the liberty of the labourers and self-government in 
industry and also' the resulting economic efficiency would not be secured 
at least to this extent under ordinary Socialism or Collectivism. 

At the same time Guild Socialists declare that Guild Socialism will 
protect the interests of the consumers through the instrumentality of the 
State. “The State would own the means of production as trustee for 
the Community; the Guilds would manage them, also as trustees for 
the Community, and would pay to the State a single tax or rent. Any 
Guild that chose to set its own interests above those of the community 
would be violating its trust, and would have to bow to the judgment 
of a tribunal equally representing the whole body of producers and the 
whole body of consumers. This joint committee would be the ultimate 
Sovereign body, the ultimate appeal colirt of industry. It would fix 
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not only Guild taxation, hut also standard 'prices, and both taxation 
and prices would be periodically readjusted by it.** , 

In the Guild Socialist plan the State is regarded as consisting«of the 
community in their capacity as consumers and the Guilds are regarded 
as representing the community in their capacity as producers and so the 
Parliament of the State represents the consumers and the Guild Congress 
, represents the producers as a whole and they are to 4iave equal power ; 
and above both is to be a joint committee of the Parliament and the 
G^ild Congress for settling matters involving the interests of both, 
consumers and producers. 

The practical difficulties of Guild-Socialism are in connection with 
the settlement of the conflicting claims of different Guilds and also 
the conflicting claims of both the producers and consumers. Variety 
of proposals among the Guild-Socialists themselves as regards the fixing 
of prices and the disposal of surplus indicates the inevitable difficulties 
in connection with conflicting interests. 

Co-operation. 

Co-operation ain*3 at a complete programme of social reconstruction. 
Though directly desl:cndcd from the Associationist socialism of the first 
half of the igth century, it is not strictly socialistic because it would 
retain private property with its principal attributes. Yet it seeks to 
realise some of the most important objects of socialism, and it is doing 
an immense amount of good to persons practising it. 

For different kinds of Co-operat|on, see Part I, pages 326-330. 

Right of private property. 

While discussing socialism and other schemes of social reforms, the 
right of private property comes in for criticism and examination. 

(1) Theory of Natural Right. 

The upholders of this theory maintain that property is a natural 
right. But^ if property is a natural right, what are we to say to those 
persons who have no property and demand it? The aim of social 
science must be to see that each man has a minimum pf property. 

(2) Labour theory. 

An attempt has been made by the classical economists and other 
persons to prove that labour is the basis of property. A man should 
own all things he has created by his labour. 

Objections. The theory is not applicable to actual conditions because 
({) portions (and often considerable portions) of a man’s property are due 
to inheritance and other causes and not due to his labour; (ii) the 
labourer is not the owner of the product he produces by labour, — the 
product belongs to the employer. 

In reality, the right of private property like all other social rights 
must be examined from the standpoint of social welfare, and must be 
limited and regulated from that standpoii^t. 

n— 33 
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Standard of Life and Standard' of Comfoi^. Progreia 
in relation to Standards of life. t- 

What is the connection between changes in the manner of 
living and the rate of earnings? How far is either to be 
regarded as the cause of the other and how far the effect ? This 
is a question of the greatest importance in our present 
generation. 

In this connection, Marshall takes the sianda'td of life to 
mean standard of activities adjusted to wants, ri^e in the 
standard of life implies an increase of intelligence and energy 
and self-respect ; leading to more care and judgment in expendi- 
ture .... A rise in the standard of life for the whole popula- 
tion will much increase the national dividend, and the share of 
it which accrues to each grade and to each trade. A rise in the 
standard of life for any one trade or grade will raise their 
efficiency and therefore their own real wages ; It will increase 
.the national dividend a little ** 

To Marshall the standard of comfort a term that may 
suggest a mere increase of artificial wants, among which perhaps 
the grosser wants may predominate. A rise in the standard 
of comfort will probably involve some rise in the standard of 
life ; and in so far as this is the case, it tends to increase the 
national dividend, to raise wages and to improve the condition 
of the people. A mere increase of artificial wants which does 
not increase activities and which does not raise the standard 
of life in any way only makes people more miserable than 
before ; an increase of wants which does not raise the standard 
of life cannot raise wages, except by diminishing the supply 
of labour. 

For Progress in relation to standards of life see Marshall 
— Principles, Chapter Xm.^ 

(There are some writers however who use standard of life 
and standard of comfort as synonymous expressions). 

Standard of comfort in India* 

The elements entering into the standard of comfort of the 
working class in a country include (a) food, (b) clothing, (c) 
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liouse-room, (d) heat and* light, social Expenses, some amount 
of amusement'and i;pcreation, insurance and education etc. The 
standard of comfort may be analysed into (i) necessaries, (ii) 
•decencies and (iii) luxuries. 

In India the standard of comfort of the working class is 
, very low. The food is generally poor in quality, insufficient in 
quantity, and there is comparatively little variety. The clothing 
isp also insufficient specially in the winter, and ^he workers are 
housed in wretched, ill- ventilated, insanitary hovels. They 
have few* amusements, and generally they have not the means 
to spend anything on education and other higher wants, 
labourers in industrial towns are sometimes somewhat better 
off than agricultural labourers — but for all of them a large rise 
in the standard of comfort is required to secure a happy and 
prosperous population. (It is essential for true progress that 
a rise in the standard of comfort should be accompanied by 
a rise in the standard of life ; and for bringing about this rise, 
a wide diffusion of education is urgently and immediately 
required), • 

Progress in the future. 

Economic progress in the past indicates to some extent the 
conditions uj>on which the economic progress of the future must 
depend. Changes in habits of consumption which will increase 
the satisfaction derived by men from goods and lessen the cost 
of production must continue to be made ; methods of production 
must be* further perfected by improvement in the capital goods 
used, by fuller utilisation of the forces of nature, by an increase 
in the fund of capital, by better organization of* industry, and 
by steady improvement in the efficiency of the working popula- 
tion ; the distribution of the social income must be so changed 
as to give a larger share of the product of industry to {he 
working class. 

Labour unions and labour laws must continue to help the 
working classes in the struggle for improving their economic 
condition. Monopoly should be regulated in the interest of 
social welfare and to enforce fair competition. There should be 
tax reform. Public revenues must be drawn in an increasing 
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measure from the incomes of those who can best aiOFord to con- 
tribute to the common fund for the common w&lfare. These 
are all reforms for the present and the immediate future and 
(unlike socialism) can be immediately brought into operation. 
And economic progress aSt progress of all kinds ultimately 
depends upon the individual, upon the character and capacity 
of the average citizen and unless he responds to the efforts 
made for his betterment, there is no prospect of permanent 
progress. 

The greatest war in history is over. The World Economic 
Depression — the greatest and most stupendous in history — is 
still with us. The world, political and economic, has received 
shattering blows. Yet hope is not dead. The New World is 
to come — mankind waits for it. Throughout Europe and 
America, the masses have awakened to a new sense of their 
rights and their power — Bolshevism in Rjissia, Syndicalism 
growing in France, in the United States^ in conservative 
England peaceable and constitutional labour movements which 
no longer seek only higher wages, better conditions of work but 
also some sort of control, they all in different degrees testify to 
this growing consciousness of rights and power. The State 
at present is largely an economic and political oligarchy in sub- 
stance and spirit a New State has to be created for all, for 

thinkers, artists, workers, broad-based on the free energies,, 
strong will and character of a generous, large-visioned people. 
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, War Problems and After-War Ptoblems.* War Finance. 
The cost of Inflation. War Debts said Reparations. Soviet 
Economics and the Five Year Pliui. The World Economic 
Depression. 

• 

Some acquaintance with the important economic questions 
relating tcp the period of the World War (1914-1918) and the 
post-war period of great stress and strain still continuing has 
its high practical interest to every student of economics — not 
•excepting the beginner in economics, for whom this book is 
primarily intended. 

Fundamental economic principles have been severely tested 
during these years — much more severely than in any previous 
period. They have •stood the test remarkably well. In the 
fields of currency, banking, international trade, national 
taxation and national expenditure, existing ideas and theories 
have needed modification, adaptation to new and changed 
conditions and sometimes extension. But their essential cor- 
rectness in most cases has been all the more strongly confirmed. 
Economics has abundantly justified its claims to be recognised 
as a science — ^though not a science of a very high degree of 
exactnesr^. • 

Short references to War Problems and After-War Problems 
are given below: 

War Finance. 

The War started in 1914. ^‘Honour is the subject of ihy 
story'* said the general, said the fK>litician in every warring 
country. The patriotic passion was tom “to tatters, to very 
rags". After a vast amount of “pride, pomp, and circumstance 
of glorious war", the war-shattered world, lay economically 
prostrate, almost in ruins. 

The governments of the countries, engaged in the Great 
World War — ^Britain, Prance, Germany, Austria-Hungryp 
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Russia, United States, etc. — ^had to raise huge 'unprecedented 
suma to meet the vast war expenditure as the War progressed. 
A government engaged in the War could meet the war expen- 
diture (a) partly by increasing taxation, and as there was a 
limit to it, (b)^ largely by borrowing from its own nationals, 
also from the nationals and the governments of other countries^ « 
(For respective merits of taxation versus borrowing relating ta 
war expenditure, refer to pages 473-474. 

A government could borrow from its * own • nationals 
(I) genuine savings made by them and (II) also supply of 
purchasing power provided by inflation. ^ ^ 

In the United States and Britain, inflation producing excess 
supply of purchasing power was provided by (i) expansion 
of bank deposits and (2) excessive issue of practically incon- 
vertible paper money by government and by banks. The banks 
expanded their deposits and thus prpvided funds for 
(a) direct loans by banks to government, (h) loans by banks 
to citizens to enable them to lend to government by buying 
war-loans. 

Every country engaged in the war — Britain, the United 
States, France, Germany, Italy, Russia, etc. issued paper 
money to excess. In France bank notes only were used ; 
Great Britain, Italy and Germany used bank notes as well as 
government paper money. The result was great inflation in 
these countries. By the end of 1918 prices in Great Britain 
were thrice as high as before the Warij in France thp rise in 
prices was four-fold and in Italy five-fold. 

The cost of inflation. 

When a government borrows the genuine savings of itSr 
nationals, the lenders have less of purchasing power and the 
government has more. 

When there is inflation creating excess supply of purchasing 
power through (a) expansion of bank deposits, (b) excessive 
issue of inconvertible paper money, new purchasing power is 
created without the making of any new genuine savings by. 
the citizens. As a result of inflation the government gets 
additional supply of purchasing power, but it seems that the 



WAR PROBLEMS AND XFTER-VK^R PRO^CEMS iii 

citizen loses , nothing as •he is lending no new genuine savings 
to the government. In reality the citizens have to pay and 
pay heavily to enable the government to get additional supply 
of purchasing power through inflation — What is the cost of 
inflation to the citizen f Inflatioif raises the price-level (prices 
of commodities in general) in a country, and* thus reduces the 
value of money in the hand of every citizen — Inflation taxes 
the citizen by reducing the value of the money held by every 
citizen and not by reducing its amount. Suppose in a country 
inflation* raises prices four-fold as high as before the War. 
This redyces the value of money in the hand of every citizen 
to one-fourth of its* pre-war value. Inflation seems thus to be 
a proportional tax — but in reality **on balance, inflation is 
likely to increase the inequality of incomes and operates, in 
effect, not as a proportional, but as a regressive tax. This 
consideration alone limits the desirability of inflation as a 
means of raising* revenue’*. In a period of inflation and rising 
prices, prices of all commodities and services do not rise equally. 
The incomes of btfeiness men rise more than in proportion to 
the rise in prices ; wages rise but do not rise in proportion ; 
fixed incomes do not rise. So inflation “causes a redistribution 
of income in favour of business men, who secure large windfall 
profits, at the expense of wage-earners and, still more, at the 
expense of the recipients of fixed monev incomes.” — Dalton„ 
Public Finance. 

Iijflation in relation to (a) National Distribution! (b) 
National Production! and (c) Government Revenue. 

Inflation by bringing about a redistribution of income in 
favour of rich business men at the expense of the poorer wage- 
earners and also at the expense of the classes with fixed 
incomes, is open to serious objection from the point of viow of 
national distribution. • 

As regards national production, inflation, so long as it is 
moderate and brings about a moderate rise in prices, is regarded 
to be a stimulus to production encouraging business men by 
increasing their profits. But it is only a temporary stimulus 
and often the ultimate effects are serious and disastrous. The 
continuance of inflation to any great extent reducing the value 
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.of money continually and greatly, destroys the ponfidence of 
Imsiness men and the whole nation in the future value of their 
curreifcy. There is ''the flight from the cunency’*. People 
become eager to get rid of money which is depreciating con- 
tinually and greatly and the fall in the value of such money, 
•both internal and external, is sharp and continuous. “Under 
such hectic conditions, which have already come to pass in 
^veral European countries, organised production becomes 
impossible and all economic transactions, o^her than by 
primitive barter, are reduced to a wild gamble. Economic 
chaos, political upheavals and, perhaps, violent revolution are 
then not far away.“ — Dalton, Public Fin^ince, 1926, Third 
Edition, pp. 139-40. 

As regards government revenue, a government in financial 
difficulty and specially in war-time, resorts to inflation when it 
is not in a position to tax straightforwardly qr offer sufficiently 
high rate of interest to attract sufficient supply of new savings. 
But as inflation proceeds beyond a certain point and there is 
4a “flight** from the currency the value, •per unit, of paper 
money falls much faster than the supply increases. This 
increases the difficulty of the government to get adequate funds 
in this way. 

War-Debts and Reparations. 

As a result of the War, America became the creditor of all 
the allied countries — Britain, France, Italy, etc. — for sums 
advanced by America to carry on the War.* In this way Britain 
also became the creditor of her European allies. These are the 
infer-alUed war-debts. Vanquished Germany had to agree to 
.pay reparations to the ^victorious allies. 

/'The Great War left the world in a state of indebtedness 
which is unparalleled both as regards the absolute size of the 
Government obligations and the extraordinary complexity of 
1;he international arrangements. 

During the war years the greater part of the international 
fdebts arose out of loans between the allied states. After the 
Peace a new factor was added by the obligations imposed on 
^Germany by the Treaty of Versailles, which have since teen sub- 
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jected to modification and which still*have probably not taken 
:their final form. .As the position at present stands on paper: 
America has enormous claims on this country and onfall the 
European Allies, amounting in all to sum $ii,ooo m. England 
has her debts to the U. S. A. and some other smaller obliga- 
tions amounting to about £1^200 m., or ju%t about twice the 
total of her pre-war National Debt. She has large claims on 
•the European Allies for War-Advances (more especially on 
Russia; France and Italy), and a considerable claim on 
Germany. Kfer external obligations (even after allowing for 
the defalcation of Russia, her largest individual debtor, and 
apart fr<Jim her clajjns on Germany) are more than offset by the 
debts owed to her from abroad. France, Italy and Belgium 
are faced with their liabilities to England and the U. S. A. 
against which they, and more especially France, have large 
claims on Gerijiany, while Italy has some rather shadowy 
claims on Austpa This is, of course, not a complete account, 
but it gives some idea of the complexity of the position.'* — 
Robinson, Public finance, 1928, pp. 136-137* 

Evil effects of war debts and reparations payments to 
countries paying them and receiving them, 

A country paying reparations or repaying war-debts (the 
funds borrowed being already exhausted in the work of destruc- 
tion and not of production) gets no commodity or services in 
exchange and is thus definitely poorer to that extent. Such 
a country making t^is payment by the excess exports of goods 
to the •country receiving such payment, will damage the 
domestic industry of that country or by sending these excess 
exports to other countries, will increase confpetition in those 
markets and may in that way cause damage to the exports of 
the country receiving payment. The necessity of having such 
excess exports and forcing them on the markets of the world 
depresses world prices and is one of the causes of the world 
economic depression. 

These inter-allied war-debts and reparations have caused 
great damage to the world economic system and to countries 
paying and receiving such payments. Refer to the World 
Economic Depression, page xviii. 
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Competent economists and enlightened publig men in all 
countries are coming to realize increasingly that these war-debts 
and reparations are in important degree responsible for the 
world economic depression, are standing in the way of world 
recovery ; and a complete cancellation of such war-debts and 
reparations is in fhe best interest of all parties concerned. 

As a matter of fact there is an end of reparations so far 
as Germany is concerned. No German government promising 
to continue reparation payments will be able to maintain itself 
in Germany. One of the many failures of the World l^conomic 
Conference held in 1933 was that it was not allowed to discuss 
the question of allied debts to the United {States of America for 
the purpose of finding a solution. Britain and some countries 
are still paying instalments of their debts to the United States 
of America. It is doubtful how long they will continue to dch 
the same. t 

Mr. Lloyd George on ^ 

(1) The connection between reparations and war debts : 

“In solid reality and in practical experiencef these two forms of 
liability are closely similar and vitally connected. 

Both reparations and war-debts were liabilities incurred as the 
inevitable result of military operations. They are both inseparable from 
war. They did not represent in either case the bill for solid additions 
to its national capital which had been received by the debtor 
country .... 

As a matter of historical fact, all repayment of war debts actually 
made by the Allies (except the earlier payments by Great Britain to 
America) have been made out of their receipts from reparations.** — 
The Truth about Reparations and War-Debts, pp. 101-102. t ^ 

(2) The burden of internal debt as distinguished from the burden of 
external debt of a country {in connection with war-debts and repara- 
tions) : 

“A sharp distinction must be drawn between the problem of 
Reparations and War-Debts which have to be settled across the frontier 
and fhose which are internal. A country *s internal debt is owed by 
the Government to its own nationals and is settled by the simple process 
of taking from all nationals in taxation what is paid out to a large 
number of them in dividend and amortisation. I will not here enter 
on a discussion of the debatable question of the precise extent to which 
these internal liabilities involve a definite loss to the country which 
incurs them, either in respect of the unproductive waste of material and' 
human effort in which the sums they represent were expended or through 
their fostering fresh expansions of the rentier class, on a scale whick 
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may make injuriously parasitic upon thh workers. It will suffice to 
point out that they^do not necessarily affect a country’s financial^ status 
vis^d^vis other nations, although they involve a certain measure of 
redistribution of purchasing power between its own citizens. *But the 
payment of debts or reparations across the frontier implies a definite 
impoverishment of the nation to the tfull extent of the amount handed 
over, Experience has also shown that grave embarrassment is suffered 
by the trade of the creditor country which is required to receive either 
, manufactures which it would normally produce itself, or gold, which 
must lie heaped up unproductively in its strong rooms with disastrous 
effect on the .credit and currency position throughout the world 
I/loyd George, The Truth about Reparations and War-Debts, 1932, p. 80. 

Soviet Econojnica and the Five-Year Plan. 

The War produced many important economic and political 
changes. One such change of remarkable importance is the 
establishment of the Soviet Republic in Russia attempting to 
carry out the economic and* political programme of socialism, 
largely under 'the inspiration of the teaching of Karl Marx. 
Britain, the United States, Germany, France, Italy, Japan, all 
follow the capitalistic (and competitive) economic system and 
base their political organisation on the economic foundation of 
capitalism. Among leading countries Russia alone in practice 
follows socialism and communism. 

The first Five-Year Plan of the Soviet Republic for the 
economic modernization of Russia (specially as regards heavy 
industries, manufacture of machinery, etc., though including 
also^ large programmes for agricultural development) started 
operations in the year 1928-29. 

The following extracts from Grinko's The Five-Year Plan 
of the Soviet Union give some impression of the ideas of the 
Soviet leaders as regards their economic programme in general 
and the Five-Year Plan in particular. 

''The great task set by the •Five-Year Plan for the develop- 
ment of the productive forces of the Soviet Union through 
rapid industrialization and steady strengthening of the socialist 
elements in national economy, is that of attaining and surpassing 
the technical and economic level of the advanced capitalist 
countries, thus assuring the triumph of the socialist system in 
its historic contest with capitalism. 
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“For, indeed, whaf are the essential prerequisites, the 
essential foundations on which the planned organization of 
Soviet economy develops in spite of colossal difficulties? They 
are as follows: 

X. The establishment of the dictatorship of the proletariat ; 
that is, the destruction of the bourgeois state machine from 
top to bottom and the concentration of state power in the 
hands of the proletariat, which then becomes the organizer and 
leader of the national economy. * 

2. The nationalization of the land, factories, workshops, 
railroads, banks, etc., and the organization and sjTstematic 
extension of the sphere of socialized production. 

3. The monopoly of foreign trade and the strict regulation 
of economic relations with the capitalist economy of the world, 
with a view of bringing them fully into accofd with the plan 
for the construction of the socialist economy. . 

4. Undeviating limitation and the final elimination of the 

capitalist, exploiting elements in the villagei^ — the Kulaks ;* 
the widest scope of development for the small and middle or 
toiling individual peasants ; the greatest possible stimulation 
of their productive efforts by the State and at the same time 
systematic preparation of the conditions necessary for the pro- 
gressive transformation of small and middle peasant husbandry 
into large-scale socialized agricultural production by means of 
wholesale collectivization, state farms, tractor and machinery 
stations, etc. • , 

5. The essentially different attitude, as compared with 
capitalist society, of the Soviet economic system, and hence of 
the Soviet State in general, toward the proletariat, peasantry, 
national minorities, backward regions, etc. 

6. The fact that the g^eat masses of the proletariat, 
agricultural labourers and poor peasantry, and the bulk of the 
intellectuals are deeply and vitally interested in the success 
of the socialist economy and the resulting increasing self-activity 

* Literally *'fi‘st*’ ; a wealthy peasant exploiting hired labour and 
acting as the village usurer; represents the remnant of capitalist and 
anti-S»>viet element in the village. 
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of the people. This radically distini^uishes the principle of 
Soviet econolnic construction from the economic processes taking 
place under conditions prevailing in antagonistic bourgeois 
society. 

7. Finally, the ability peculiar to the Soviet system, to 
concentrate at any given moment, under the guidance of a 
single thought and will, on the most important sectors of the 
general line of economic construction virtually^ all the combined 
resources of the State, the monopolistic political party, the 
trade unions, the peasant organizations, the state trusts, 
syndicates, banks, the co-operatives, the press, schools, etc.** 
— Grinko, The Fi^e-Year Plan of the Soviet Union, Third 
edition, 1931, pp. 31, 12-14. 

As regards the economic, moral and political results of 
the Soviet system in general in Russia and the Five-Year Plan 
in particular, opinions differ widely anioiig economic and 
political thinker^ in other countries. 

Mr. Calvin Hoover writing in the Economic Journal in 
September in 1930, makes the following observations : 

“It has long been recognized that the problem of how to 
induce enough saving to maintain and expand capital equipment 
would be one of the most difficult problems which would face 

a Socialistic regime The record of capital investment in 

the Soviet Union for the last couple of years has proved that 
expansion of capital equipment can take place within a 
Socialistic economy.-^ Seldom has so large a proportion of a 
nation’s income been saved and devoted to capital 
construction , 

“Not only has the Soviet economic system demonstrated 
that adequate saving of capital can take place in a Socialistic 
economy, but the evidence so far available indicates that the 
technique of mass production cad’ be transferred from Capitalist 
countries to Soviet Russia 

'^At the present time the Soviet system is still far behind 
the Capitalistic system in industrial efficiency. It is possible 
that its technical productivity will never have the potentialities 
of the Capitalistic system 
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''But one must admit that Soviet B^issia is further removed 
from Utopia than is the Capitalistic civilisation/' In Soviet 
Russia ^there is not less bitterness^ but more. Communism has 
not brought peace to Russia, but instead a sword. Some part, 
at least, of the energy which^ men of ability in the Capitalistic 
world expend in amassing wealth is in Soviet Russia canalised 
in the struggle for power. Within the State Trusts and Com- 
missariats, within the Party, the struggle for power is sharper, 
than within the institution of Capitalism 

"Never in history have the mind and spirit of man been 
so robbed of freedom and dignity. It is not merely that 
academic freedom, freedom of speech, freeflom of tlie Press, 
and freedom of thought are forbidden. The party is not content 
with mere abstention from unauthorised action. Men must 
publicly deny their real thoughts and feelings." 

< 

THE WORLD ECONOMIC DEPRESSION (1929) 
THE FINANCIAL CRISIS (1031) 

World Economic Recovery after the War. 

The War was finished in 1918. 

No one hoped that a world, shattered economically by four 
years of war, would be able to make a quick recovery. But in 
1929, only about ten years after the end of the war, not only 
the world as a whole, but even Europe, had a higher average 
standard of living than in 1913. This was a great, a wonderful 
recovery. 

Then came tlie depression. 

The World Economic Depression. 

Since 1929 we have the world economic depression — ^some 
call it the world economic crisis. 

It is a world economic depression (i) as its evil effects 
relating to depression of prices, production, employment, inter- 
national trade, impoverishment of nations and governments 
extend to all countries of the world, (2) as its causes are world- 
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wide and the remedies ^Iso must be mot merely national but 
intemationaf, and (3) the effects and causes are chiefly economic 
though not without very important political and. social 
consequences. 

Effects. 

• 

We find prices of commodities — agricultural crops, manu- 
factures, minerals — have fallen heavily in alk countries of the 
world.’ With, fall in prices producers in every country and all 
countries have suffered losses, reduced wages, have dismissed 
millions jof labourers. Prices of agricultural commodities have 
fallen more than the prices of manufactured commodities. So 
agricultural countries, like India, have been harder hit. Many 
producers have been bankrupted. Labourers have suffered 
wage-cuts. Twenty to thirty millions of labourers all over the 
world are unemployed* and suffering very serious hardships. 
A certain propartion of unemployment is due to technological 
improvements and the rationalisation of some industries which 
can now produce? the same or a greater output with much 
fewer labourers than before. With extensive unemployment 
and reduced purchasing power of the masses of the people, 
production in many industries has declined. World trade has 
declined substantially. With falling prices and rising value of 
money the burden of debt of business men and debtor countries 
has increased to an oppressive extent. All debtor nations are 
suffering. In particular agricultural countries find great 
diffichljy in meeting interest and other charges of the creditor 


• **The Director of the International Labour Office, in his annual 
report presented to the 1932 Conference, estimated the number of 
totally unemployed in those countries for which information of some 
sort as available at the end of 1931 as 30-25 millions. It is a depressing 
deduction from this estimate that some 60 to 70 million persons, hiainly 
in the highly developed and richer countries of the world, “are 
deprived of the means of existence arising from their own activity or 
that of those on whom they are dependent .” — World Economic Survey, 

1931-32, pp. 243-244* 

“The total value of world trade decreased by about 19 per cent 
in 1930. In the following year, added restrictive forces came into play, 
so that the quantum of trade diminished further by atwut 23 per cent 
and prices also declined so that the total value fell to still lower levels.*’ 
— World Economic Survey 1931-32, pp. 243-244 and p. 154. 
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countries, have to sell fnore of their tagricultural produce at 
falling prices to make these payments apd with reduced 
purchasing power are able to purchase less of the manufactured 
products of the creditor and manufacturing countries. The 
international gold standard h^s been abandoned by almost half 
the world, includjng Britain and the countries of the British 
Em'pire and the United States of America. The nations of the* 
world have been impoverished. So also the governments.- 
Most of them have heavy budget deficits, and are trying 
desperately to improve their financial position by desperate 
measures like restrictions on foreign trade and the unhappy 
expedient of curtailing expenditure on the ^social serVices. 

The Course of the World Economic Depression. 

“After the break on the New York Stock Exchange in October 1929, 
a rapid fall of prices set in, which strengthened tl*e already existing 
depression in the raw-material-producing debtor countries and gravely 
aggravated the already declining productivity in most industrial countries, 
also 

o 

“The dominant factor in the deepening economic depression of 
1930-31 was the collapse of agricultural and raw-material prices. The 
prices of finished manufactured products were relatively well sustained;, 
but there was a precipitate decline not only of foodstuffs, such as wheat 
and coffee, but also of many important minerals such as copper. For a 
time, animal products were less affected than the cereals, and it was 
noticeable that the countries where animal products were important 
remained relatively prosperous till towards the end of the year 1930. . . . 

“This wholesale decline in agricultural and mineral prices in 1930 
is treated in more detail later. It was caused^ by two main factors 
operating in the more rigid economic system of the post-war period. 
During the boom period, ma^iy, if not most, of these commodities were 
maintained at relatively high price-levels and production was extended 
behind the shelter of control or valorisation schemes financed at increas- 
ing cost Production had been extended, stocks were piling up 

and prices were already tending to fall, when higher interest rates 
followed by the collapse of the security boom swept the credit basis 
from under the control schemes. 

“The second main factor in depressing the prices of raw materials 
and foodstuffs is the dwindling of capital export already noted. From 
the latter half of 1928, the total supply of capital available in the main 
creditor country, the United States, fell off steadily. The debtor 
countries were thereby seriously embarrassed in the settlement of their - 
international balances. They had come to rely upon large annual' 
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borrowings as a means of “bridging the ^ap“ between their income 
and ontgo. . ^ . • 

“The fall in th^ prices of agricultural products reduced the incomes 
of the debtor countries and enormously increased the real burden of 
their debts. The pressure of their obligations in turn necessitated both 
heavy taxation and banking policies directed to securing the necessary 
foreign exchange for the service of* external debt. Such measures 
further depressed the commodity markets. As prices fell, production 
was increased in a desperate effort to attain the same income. Heavier 
export surpluses were thrown on world markets. At the same time 
very strong measures were taken to restrict impoits, and particularly 
to protect the peasant production of l^ropean countries. 

“The deepening of the economic crisis throughout the latter months 
of 1930, therefore, was due largely to the accumulating difficulties of the 
debtor countries, and^ particularly of those among them which relied 
primarily upon exports of raw materials and foodstuffs. There were 
many complications, perhaps the most important being the continued 
attraction of the French short-term balances back to France and the 
imposition of the Hawley-Smoot tariff. The former was accompanied 
by a continued drmn of gold to France, and not only weakened the 
financial position ^ other gold-standard currencies, but hindered any 
large possibilities of renewed long-term capital exports from the United 
States and Great Britain. The latter still further hampered the free 
exchange of commodities by which alone the heavy payments on account 
of debt service might have been achieved. 

The Financial Crisis, 1931-32. 

“In the spring of 1931, as in the spring of 1930, there seemed to be 
a definite easing of economic and financial conditions. The early 
months of the year were calm, there w’as some return flow of capital 
to Germany and of gold to Great Britain, security prices rose somewhat 
in most countries in the spring, and money-market rates w^ere extremely 
'easy in the chief financial centres. 

The plight of the borrowing countries, reinforced by their failure 
to secure new capital imports, was inevitably reflected in considerable 
shrinkages of their national incomes and purchasing power. This caused 
a further decline in their imports and neutralised the possibility of 
industrial revival in the creditor countries, whose conditions were further 
affected by the steadily growing volume of unemployment ^ 

In May 1931, whilS money rates were still easy and there was still 
some measure of faith in a speedy recovery from the depression, a large 
Austrian bank, the Creditanstalt, disclosed heavy losses. The importance 
of this news from Vienna, which travelled round the world’s financial 
centres like a seismic shock, lay less in the event than in its general 
significance. It w^as instantly realised that, not only other banks in 
Austria and foreign countries, but virtually the whole industrial structure 
of Austria, and other Eastern European countries, would be involved. 


11—34 
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The Abandonment .of the Gold Standard. 

Great Britain*s difficulties were connected both with Germany's and 
with thpse of Central Europe, which were very much aggravated by the 
run on German banks. ... It was known that British bankers had lent, 
not only Germany, but other Central European countries, a large amount 
of short-term credit which was rapidly becoming “frozen** by the 
inability of these countries to meet their foreign obligations. The 
Macmillan Committee, in its report published on July 13th, had drawn 
attention to the volume of short-term claims on London. ... On 
July 31st, the May* Committee published its report upon the condition 
of the public finances, and for the first tiipe there was general realisation 
of the probability of a large deficit, estimated at £120 million. The 
Cabinet disagreed on proposals to balance the budget, and on August 
24th the National Government was formed. 

At the beginning of August, the Bank of Bngland had secured 
a credit of £^^0 million from French and American banks, with which to 
withstand the drain on the gold reserves caused* by the withdrawal of 
short-term balances and the sale of British securities.. On August 29th, 
a further credit of £So million was arranged by the Treasury; but the 
drain continued. Over ;C2oo million was withdrawal from the London 
money market in the two months preceding Septemlfer 20th. A supple- 
mentary budget imposing heavier taxation was introduced on September 
10th as a measure of financial reform ; but on the f^th, a protest by naval 
ratings in the Atlantic Fleet against pay reductions was given wide 
publicity. The run on I/mdon rose to extraordinary proportions. . . . 
On September 21st, therefore legislation was passed suspending the 
Bank of England *s obligation to sell gold. 

The repercussions of the fall of the pound were more serious 
immediately. The first effect was to cause the abandonment of the 
gold standard by a number of other countries which were in close 
relationship with Great Britain. The Argentine and Uruguay had 
suspended gold payment in December 1929, Canada had introduced 
restrictions on the gold standard at the end of 1929 also, aivl in 1930 
the exchanges of Brazil, Chile, Venezuela, Paraguay, Peru, Australia 
and New Zealand fell and remained below export gold point. After 
Great Britain's action, the number of countries off gold was greatly 
increased. Before the end of October ig$i, all the British Dominions 
(except South Africa), the r^st of the British Empire, and the three 
Scandinavian countries, as well as Portugal, Egypt, Bolivia, Latvia and 
Finland, had departed from gold. Japan followed in December iq$i, 
Greece in April and Siam and Peru in May rgje. 

.... The financial storm burst with redoubled force on Germany, 
which on November 19th applied to the Bank for International Settle- 
ments for the convocation of the consultative Committee provided for by 
the Young Plan. . . . 

Before the acute stage of the panic passed, however. New York was 
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So miAtixu m Ae momfopoBtA duurc«t m prim hpmt tfcm^ 

(i) fffiw price to sHmu/aU demand with # vfow to ^ futwe develop* 
enent of Ms business. 

z. In certain casesi a monopoUat will charge a price which it leaa 
than the price yielding him the maximtun net xtYetwe; and he will 
chaage a low price with the idea that the low price will greatly increase 
rite deniand for his commodity m fnttire, and riits will compensate himt 
for his present loss. A gas company will sometimes reduce the price 
of gse with this object and a railway company will reduce its freight 
rates to a port to stimulate the prosperity of the port and thus to bring 
about increased traffic for the railway in future. 

(a) Low price to increase consumer's surplus. 

In other cases a monopolist will charge a lower price than the 
price yielding the maximum net revenue, he will sacrifice a portion 
of his net revenue with the object of increasing consumer’s surplus. 
This is often done by public bodies, e.g. by municipalities fixing the 
prices at which they will supply gas or water, and by the state fixing 
fare rates on the state railways, etc. 

Monopdiy and ewuMuomriu vmphatL 

A.^'mmopcMSr may regard consumer’s surplus as of equal import- 
ance witk his net revenue , he majTJ&Sk lipon'^ one rp^c’s worth of 
codsumCf^s 'surpMs^ and ' one "rupee’s worth of monody revenue as 
qqually valg^gr"’ monop oly r e vettue„and, donsma^y’s aur- 
eus on ffiSSHplan is called by Obviously the 

monopolist in this case will fix the price ot UIPRi^odity in such 
B way as to make this total benefit the largest possible. The total 
benefit price is clearly lower than the pri^ which produces for the 
monopolist the largest possible net 'revenue out of his monopoly. 

A more frequent case will bejthe following: the monopolist may 
not look upon consumer'Ss surplus and monopoly revenue as of equal 
value, and may regard consumer’s surplus as of somewhat less value. 
Suppose as regards a particular monopoly the monopolist counts con- 
sumer’s surplus at a fraction of its actual value, he looks upon one 
rupee’s worth of consumer's surplus as equivalent to 4 annas of mono- 
poly reySnue. The sum of the monopoly revenue and of the con- 
-sumer’s surplus oh this plan is the 'compromise benefit*} and the 
monc^st in dim cm wnl fix the price of the commodfty in suffii a 
way as to make this compromise benefit the largmA possilde. *The 
'fotinpromisf benefit Price' is lower than the price which produces for 
the mpriopolilt the mhpe* l^ible swt revenue out d^%is monopoly. 

^ results are important 

(if the Wbkbt the monopoHdt^^^ MAier for* saiej^ 

Urn jD^ter (apd ^ Whidi he will se» be less) fir 
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is to any extent desirous of promoting the interests of consumers than 
if his sole^aim is to obtmn the greatest possible monopoly revenue. 

(ii) Secondly, the amount produced will be greater (and the selling 
price will be less) the greater is the desire of the monopolist to promote 
the interests <of consumers. 

Taxes and bounties on monopolies. 

See Taxation— Book V. 


CHAPTER VII. 

SPECULATION. 

In the settlement of market prices, speculation is an 
important factor. 

Persons buying and selling a commodity with a view to 
make profit from the differenc es be tween present an(^ future 
prices of the commodity are'^said to speculate in the price of 
the commodity. There is always a great deal of speculation 
as regards important commodities, {e,g., wheat and other food 
grains, jute, cotton and other important raw materials, steel 
and other metals useful for industrial purposes, etc.) in the 
developed markets of the world. Also we have a great deal 
of stock-^change speculation in shares of companies and in 
the public debts of modern states. 

Two dasset of speculators. 

We have to distinguish between two classes of speculators, 
(i) Professional speculators. These are shrewd business men 
who have made speculation their business, and who on account 
of their superior knowledge and foresight are able to forecast 
> yvith considerable accuracy changes in supply and demand and 
Inconsequent cbfinges in price in the future ; they regulate their 
purchases and sales according to these forecasts^nd the 
greater the skill of a speculator in forecasting the larger will be 
his profits. 



VALUE AND EXCHANGE 


4t9 


(2) Mere amateurs. Persons belonging to the ill-informed 
outside public also speculate without possessixig axiy knowledge 
or skill in making reasoned forecasts about future x:hanges in 
demand and supply, and consequent changes in prices; they 
do this in a gambling spirit, and they often follow false pro- 
phets who make wrong forecasts.^? 

It will be seen below that skilled professional speculators 
engaged in honestly anticipating changes in demand and supply 
benefit themselves, and what is of much more importance 
confer great benefits on society ; but that speculation by ignor- 
ant, unskilful persons belonging to the lay outside public in- 
jures these foolish gamblers and also injures society as a whole. 

Economic function of speculation. 

I rfee proper economic function of speculation is to promote 
the establishment of equilibrium of demand and supply in the 
market and thus to help on the smooth course of consumption, 
production and exchange. This speculation does hy steadying 
prices, and thus it enormously helps and benefits society. 

The spMuUtore ta^., the, risk of anticipating changes ia 
d^ mah} ^, — t hyy stabilfSf (i.e. steady) prices ^ 

andQi^jUgi, ,b^S^i ^ see>e ly « ; and they benefit themselves by IheiF" 

Capable bu^essmeu, with a high degree of knowledge 
and skill in forecasting changes in demand and supply, by 
their operations exercise a stead3ring influence on prices. When 
these skilled speculators calculate that price is going to rise 
in future, they buy at once for future >8 thus jajriM 

in price in the jctte^t | . the rise in pricetg*fttWf6'^ lS~*^nb t 
so S ^t an^ so Mid^ n as it would otherwise be. Again when 
theseskilleS' speculators calculate that price in future is going 
to fall, th^ restrict their purchases in the present, as much 
as possible end dlidde to buy in the future when price has 
fallm ; thg present brinim about 

a fall m mdce in toe urSKBtL auu lue transf^OT pSt of Wb 

to the future makes the fbll 
in price in tho future less considerable and less sudden th^' 
it would otheriisiae be. 
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Skilled ^>eieulators thus anticipating changes in demand 
and supply and consequent price changes, 

to anticipated changgSSSSSE 
anq thus prevent large fluctuations in prices — ^tney thus steady 
prices. 

This is healthy speculation because it not only benefits the 
speculators by giving them profits, but it very considerably 
benefits society.* 

The advanidges derived by society from the steadying of 
prices brought about by speculation are the following : — 

(i) Consumers of the gow^odity (if the commodity is a 
consumption good) arej^efited. 

(a) A^stfeady price for the commodity (supposing the pur- 
chasing power of money remains cbfistant) means that the 
supply of the commodity is properly adjusted to the demand ; 
and when the supply is properly adjusted to the demand, a 
maximum of satisfaction will be realized by consutpers. Fluc- 
tuating prices mean imperfect adjustment of supply and demand 
and consequent loss of satisfaction to the consumers. 

(b) Among the beneficial effects of speculation may be 
also mentioned the fact that speQulatoss^JjQiL^JIJmr action draw 
the attention of the public to a Juture shortagf^ jof supply of 
a commodity, and thus lead the public to be more economical 
and less t^iste^nl in their consumption of the commodity. This, 
is a great gain when the commodity is an important one, e,g,,. 
food-stuffs, coal, etc. 

ujing the commpdit;^^ a raw material for 
%'y reducing the fluc^ 
tuations in prices of thfi raw materials diminuk the^ uncertain- 
. ties of business for the producers, and reduce their risks of 
loss. The manufacturers of cotton or woollen or steel goods. 


* ''The sTOCttlator’s object is to make a profit when prices are rising 
but he can do so only by mitigating the rise. I^ikewise his object is 
to make a profit when prices are falling, but he can do so only by 
mitigating the fall. His profits are as H were a reward paid Mm by' 
ike community for mitigating price changes/* (Fisher— Fiemeniary 
Principles, Chapter xviii). That is healthy or legitimate speculation iiL- 
which the gains of the speculators are earned by some service to society.. 
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can buy their raw materials at comparatively stable prices, and 
at any time they like and all through the economic activities 
of the speculator class. 

Again producers agreeing to sell their products( e.g. cotton 
manufactures) to purchasers at agreed prices on agreed future 
dates enter into arrangements with speculators as regards the 
supply of the raw material (e.g. cotton) at agreed prices at the 
times required ; and so they make sure a profit for themselves. 
They transfer the risk of a rise in the price of the raw malerial 
from their own shoulders to those of the speculators. 

EvQs of speculation — economic abuses attaching to un- 
l^Mithy^Jorms^oi speculation. 

Speculation has its economic function, also its ‘economic 
and other abuses. 

It benefits society when it lessens fluctuations of the prices 
of commodities and it injures when it increases these fluctua- 
tions. 

There are certain unhealthy forms of speculation which are 
hanrtful to society — (O-dmo/gtm. When ignorant and unskil- 
ful persons under the IfiSuenSe* of wild rumolirs or following 
false prophets gamble about the prices of commodities, there 
are often violent fluctuations in prices, prices often become 
too these large fluctuations 

and these ignorant speculators by their too frequent mistakes 
in calculations will themselves more often lose than gain. 

(ii) f ^ When expert professional 

speculators mSSacTof engaging in the honest work of intelli- 
gently anticipating future natural movements of demand and 
supply, flrrifiemllv alter fill their own pockets they 

become a curse and an' abomination. , A man who 
dominates the supply of) wheat or any other important com- 
modity, and by thus monopolizing the supply "increases the 
price artificially and makes enormous gains at "the expense of 
the consumers — such a man is doing society a great injury. 

There is o&o the grave moral injury from the fostering 0£ 
the gambling spirit by unhealthy speculation. 
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(It is seen that these unhealthy forms of speculation tend 
to unsteady prices ; in modern developed markets, the total 
influence of these unhealthy forms of speculation is perhaps of 
less importance in comparison with that of healthy speculation 
by experts, and so after all the net result is in the direction of 
steady prices). 

Remedies. 

Remedies which would remove or reduce evils in connec- 
tion with speculation are greatly to be desired. 

Some have advocated the prohibition of future contracts 
altogether ; but this is not desirable. 

So far no really promising and satisfactory remedies have 
been suggested. 

Prof. Taussig mentions the following remedies specially in 
connection with stock exchange speculation — 

(i) revision and enforcement of the rules made by the 
exchangesTPor themselves 

(li) publicity , Jig sj;^^ ; this however has been 

tried in Cr^nany without much succes^ "'"" * 

(iii) greater regularity of all industry would lessen specu- 
lation but this would be at the cost of progress ; 

(iv) better public opinion on the subject of speculation 
would a}so lessen speculation by outsiders. 

The technicalities of speculation. Some terms. 

Goods are for immediate or for future delivery. Contracts in which 
the delivery is to take pldce at some future time are known as futures. 
Thus we have 'cotton futures/ ‘wheat futures* as opposed to 'spot* 
cotton or wheat in which tbe delivery is on the spot and immediate. 
If the speculator thinks that , prices are going to fall in future, he will 
'sell short* — ^that is, he will engage to deliver at a future time goods 
not yet in his possession; and he hopes to make his profit by buying 
in future at a lower price than the price at which he sells and thus 
fulfilling his contract. 

Of buyers of futures, (a) some are producers who buy a' commodity 
as raw material for the purposes of production, (b) and some are mere 
speculators who are trying to make a profit only from the differences 
M buying and selling prices of commodities, shares in companies, etc. 
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For the convenience of the second class of people, in modem 'future^ 
markets and in the Stock Exchanges for shares, etc., a system of 
periodic settlements has appeared and with it dealing in differences^ 
When delivery of the commodity becomes due, there is no demand for 
delivery but only for the differences in prices. 

Speculators who try to profit by an expected rise of price arc called 
'bulls* and those who try to profit by an expected fall arc known in the 
market as 'bears.* Bulls toss up prices, and bears pull down. 


CHAPTER VIII. 


SOME SPECIAL PROBLEMS OF VALUATION- 
Connected Values. Joint Demand. Joint Supply. 

Composite Demand and Composite Supply. 

So far the value of a commodity has been studied without 
any reference to other commodities. 

So far we have examined the value of a commodity as 
determined by its own supply in relation to the demand for 
it — but as a matter of fact the value of a commodity is depend- 
ent ui)on its own demand and supply and frequently it depends 
also upon the demand and supply of other commodities, and 
in this way the value of a commodity may he and is often 
connected with the values of other commodities. 

Now we proceed to examine these complex cases of con- 
nected values which are to be found very largely in the realm 
of actual facts. In fact it will be found that very generally, 
the value of a commodity is connected in some way or other 
with the values of many other commodities. 

Tea and coffee have their values connected ; so also rice 
and straw ; coal, coke and gas; and many other things, 

p 

Joint Demand. 


(Prices of goods which are complementary on the demand 


side] 







le various fai 
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production fthe different kinds of labour, the different forms of 
capital and organization, etc.) of a commodity are joined 
together in the joint demand for the commodity and thus there 
is a jbint demand for these factors of production. 

There is a joint demand for bricks, timber, metal work, 
the labour of carpenters, the labour of masons and other kinds 
of labourers, etc., for the purpose of building a house. There 
is a joint demand for knife blades and knife handles for the 
purpose of making knives. Similarly there is a joint demand 
for the factors of production of any other commodity .'"j 

Direct and Derived Demand. The demand for a house 
is a direct demand and demand for the factors (viz, bricks, 
timber, steel, and labourers etc.) required in building the house 
is a derived demand and it is derived from the demand for the 
house itself. 

1 An interesting case of Joint Demand. The value of a 
liking which is jointly demanded with other things depends 
\upon (a) its own demand and supply (h) and also upon the 
demand and supply of these other things, 

A demand for houses is a joint demand for several factors 
of production, wood, brick, glass, metals, also for plumbers' 
labour, plasterers’ labour, labour of carpenters, of masons, and 
all other things required for making houses. 

Suppose there is an increase in the demand for houses, and 
a rise in their price. This increase in the demand for houses 
will be reflected in the demand for the factors. The conditions 
of demand and supply are'not generally the same for all factors. 
Some factors may be^ practically unlimited in supply and some 
may be limited in supply. If one factor (e.g, plumbers* labour) 
is indispensable and also limited in supply, while the other 
, factors are easily procuted in large ^uaniitie^r^ihis factor will 
\get the greatest advantage frgm the rise in the price of the 
commodity (i,e, houses). Let us suppose diat the plumbers are 
able to raise their wages by a check to the supply of their 
labour ; in the first iipistance the loss will be borne by the 
l^ployers but then the employers wifi ultimately distribute a 
t^siderable part of this loss among oth^ factors of production 
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by dismissing some of the workmen, diminishing the wages of 
others and in other ways. 


The general conditi^ mder 

of one P^^^hers* labour) may raise 

the following:— j 

I. The first condition is that the factor should he essential^ 
or almost essential to the production of the commodity and j 
th at th^ jpa igL.no good, substitute for that factor. 

. The more essential the factor is, the greater will be the 
possibility of the price of that factor being raised by a check 
in the supply of that factor, other things being equal. 

2- r he second conditisnlis. tM. Ma Prisfi. of j^his fMtor 
of timlln,^atUm .Pf ibe. total, ^xihenses 

of production of the commodity, 

If this is so, then even a considerable rise in the price of 
that factor of production will not raise greatly the total expenses 
of production of the commodity, and therefore will not raise 
greatly the price of the commodity ; and so the demand for the 
•commodity will not be checked to any considerable extent. 

And the demand for the commodity being not checked, 
the producer of the commodity will be in a position to give if 
necessary a considerably enhanced price for the factor of 
production. 


.JttSiM!faUiak.Jti^^ and that even a small check 

in the..,^^ iu t d*'dm n ana ^l i thmomi'cdi^ dlafgi fall W'the pHtes 

A -check in the supply of the factor of production by 
causing a check in the supply of the commodity will reduce 
the demand for either factors of production of the compodity ; 
and if this will lead to a gl-eat fall in the prices of other factws 
of production, that will increase the margin available to the 
producer for paying a high price for this factor, of production 
, .... .. .. 

liroduelioi iEBaij aKai!l'.« 
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Suppose the demand for houses in a particular town is stifip 
and inelastic. 

The demand for houses being inelastic, a check in the 
supply of houses will raise the prices of houses greatly. A 
check in the supply of plumbers' labour (supposing plumbers'' 
labour is essential to the building of a house) will reduce the 
supply of houses and will thus greatly increase the price of 
houses ; the builders therefore to secure the extra profits from 
the high prices of houses will compete with one another for 
the supply of plumbers' labour, and thus the value of plumbers" 
labour will be raised considerably. 

When some or all of the above four conditions are present^ 
a check in the supply of one factor will raise greatly the price 
of that factor. For example, under these conditions, a com- 
bination of labourers (i,e. plumbers) restricting their supply 
may be able to raise much their wages. 


Composite Demand. 

demand for any commodity in the market is composed 
of the demands of all individuals for that commodity in that 
market ; so the demand of the market is a sort of composite 
demand. 

The expression ^^composite demand'* is also used to refer 
to the total demand for a commodity rising .from Ms various 
uses ; tfie^ composite demand for a factor of production rises, 
from the different u^s of that factor in different iiidi^stries. 
Steel is used in the rail-making industry, the knife-making 
industry, in the manufacture of fine surgical instruments, and 
in many other industries ; and the composite demand for steel 
means the total demand for steel rising from the different 
demands for it in the differenf industries. ^ 

The case of composite demand rising from the different 
uses of the commodity is so similar to the case of many con- 
sumers demanding a commodity for the same use that it need 
not be separately discussed. 
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Joint Supply (Joint Coat). 

(Prices of goods which are complementary on the supply 
side). 

As there is a joint demand for certain things, so there is a 
joint supply of many things. 

^hen two or more commodities are simultaneously pro^ 
duceS i n a single PjocessjpJ production with the same joint 
cost, when they are joined together in a common origin they 
are said to be joi^ products ; and the supply of them is a joint 
supply. 

Good instances of joint products are (i) gas and coke which 
have a common origin and are produced simultaneously by the 
same productive operation from coal, (ii) rice and straw, 
(iii) mutton and wool, etc. 

If among some joint products, one is more important than 
the rest, that one is called the main p roduct, and the other 
products are called by-products. (In some cases the by-product 
in course of time comes to be the chief product — the by-product 
of to-day may become the main source of profit to-morrow 
through new inventions or new demands). 

The value of joint products is determined by (a) the joint 
costs and (b) respective demands for the different joint products. 

(a) Supply side. 

On the supply side, the principle is that the combined 
prices of the joint products must be sufficient to cover their 
joint expenses of production — ^the total value of the joint pro- 
ducts (main product and by-products) is determined by the total 
costs of production. 

The combined prices of mutton and wool must cover their 
joint expenses of production. The combined prices of rice and 
straw must cover the total expenses of the cultivator. Other- 
wise the producers will cease to produce. 

(h) Demand side. 

And the separaU prices of the different joint products will 
•be again determined by the separate market demands for these 
commodities. 



428 OUTLINES OF ECONOMICS 

The price of rice plus the price of straw must cover the 
joint costs of both rice and straw ; but the separate price of 
rice must depend upon the demand for rice and the separate 
price of straw must depend upon the demand for straw. 

Joint supply in the case of gas and coke (C* U. 1929, 
1932). 

A gas company, producing gas to be supplied to a city, 
by the same act of production will produce gas and coke as 
joint products. Gas cannot be produced without producing 
coke. 

The total values of gas and coke together must be sufficient 
to cover the joint cost of production of gas and coke. If the 
total values are not sufficient to cover the joint cost, the pro- 
ducer will be losing money and so ultimately the producer 
will stop production. The separate price of gas will depend 
upon separate demand for gas in the market and the separate 
price of coke will depend upon the separate demand for coke 
in the market. 

Let us see what will be the effect of an increased demand 
for j|as on the price of coke. We have to bear in mind that in 
this case there is only an increased demand for gas but no 
increased demand for coke. The incerased demand for gas will 
lead to an increased supply of gas, to meet the increased demand. 
But gas cannot be produced ^ without producing coke. So 
the increased supply of gas will bring with it an increased 
supply of coke. The total value of gas and coke will cover 
the joint cost of production of gas and coke. As regards the 
separate price of coke with increased supply but no increased 
demand (as already assumed), the separate price of coke falls. 

A lo p.c. tax on gas. 

Suppose a tax of lo p.c. is imposed on gas. The price of 
gas will rise and people will using more electricity and less 
gas. (The price of gas rise partly on account of the tax 
and may be partly on account of the fact that gas being produced 
under conditions of increasing return a reduced supply of gas 
will be produced at a greater cost per unit). So the gas com- 
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pany will be producing less gas. Gas and coke are produced 
jointly by the same act of production. When the gas company 
will be producing less gas, it will be producing also less coke. 
So the supply of coke in the market becomes less when a tax 
of 10 p.c. is imposed on gas. But the demand for coke has not 
decreased. Hence the sepaiiat^price, pi ..coke will rise due to 
decreased supply, demand remaining the same. The total prices, 
of coke and gas (excluding the tax) will cover the total 
cost of production of the joint products— gas and coke. 

Cases of Joint Supply. 

We shall have to consider two classes of cases : 

(1) In some cases, the process of production produces quantities of 
the joint products having a definite and fixed ratio to one another. 

Suppose each ton of cotton seed produces a hundred gallon of 
cotton seed oil and one-third ton oilcake and meal. 

Now the producer must fix the relative prices of these joint pro- 
ducts (cotton seed, oil and oilcake) at such figures that there will be 
market demands for these different commodities in the proportion they 
are produced. 

Take also the case of rice and straw, and suppose the quantities 
of rice and straw bear a fixed ratio to each other. 

An increased demand for rice will lead to an increased supply of 
rice and also an increased supply of straw. If in the meanwhile there 
is no increased demand for straw, the price of straw falls to enable the 
increased supply of straw to be sold. 

(2) And there will be other cases in which the proportion, in which 
the quantities of the different joint products are produced is not definite 
and fixed but can be modified. 

When it is in the power of man to modify the proportions in which 
the joint products are produced, he will modify the proportion in the 
way which is most advantageous to him. 

Suppose a certain quantity of milk yields one pound of butter and 
one gallon of whey; ^ut if by better feeding of the cow the richness of 
the milk is increased then with that increased cost the same quantity 
of milk yields x} pound of butter and one gallon of whey. 

ilb. of butter i gallon of whey Cost 2 shillings 

i«b. of butter i gallon of whey Cost s shillings and 2 pence 

So the separate coat of Jib. butter is sd. 

In modem times Bhglattd imports wool from foreign countries and 
so Englishmen get their wool cheap; and so they have successfully 
attempted to adapt English sheep in such a way as to make them 
devel<^ heavy weight of meat even at the expense of some loss to the^ 
value of the wool* 
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V 

A ' Railway rates (for passengers and goods)— the principle of charging 
what the traffic will hear. 

The theory of valuation of joint products is applied to railway rates. 

All services rendered by railways in connection with passenger as 
well as goods traffic are joint products; and their joint expenses of 
production are the total expenses in connection with the working of 
the railway, these total expenses including (a) cost of loading and 
unloading and cost of labour and materials as regards any particular 
load, (b) maintenance of the permanent way and rolling stock and 
general expenses of railroad staff, (c) payment of interest on bonds etc. 

The full cost of production as regards any particular service {e.g. 
a particular service relating to carrying a particular passenger a certain 
distance, or the particular service rendered by the railway in carrying 
a particular consignment of goods) cannot be separately determined. 

We can only say that the total cost of production of all the services 
rendered by the railway is the total expenses of the railway. 

The relative prices of the different services produced by the railway 
are determined in the following fashion : 

As the complete separate cost of production of any particular service 
cannot be separately calculated, the value of any particular service 
rendered by the railway or in other words the railway rate for it is not 
determined by its separate cost of production but according to the 
principle of charging what the traffic will bear. The railway rate for 
any particular service {e.g, the railway rate for first class passenger 
traffic and for other classes of passenger traffic or the railway rate for 
different commodities and for different distances) is thus fixed at a 
figure covering at least expenses (a) and also making the particular 
traffic bear according to its nature and condition as large a contribution 
as possible towards expenses (b) and (c). 

So in the services rendered by railways as in other joint products 

(i) Combined values of all the joint products must cover the total 
joint expenses of production of the joint products. 

(a) The relative prices of the different joint products are deter- 
mined by the relative market demands for these products {i.e, by the 
principle of charging what the traffic will bear). - 

On this principle, the railway rates for carrying coal, wood and 
other bulky goods are low, bulky goods pay their separate expenses 
and comparatively little for general expenses. Silk has a high price 
and can afford to pay a higher freight rate, so the rate for carrying 
silk is high,— silk pays its separate expense and also a comparatively 
large contribution towards the general expenses of the railways. Bulky 
trc^c is charged what it will bear, expensive goods are charged at a 
higher rate because they are able to bear a higher rate. 

In railway rates we have the predominant importance of joint cost 
and also often we have the element of monopoly* Charging what the 
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traffic will bear is good if the object is to secure from the railways the 
maximum service for the community; but charging on this principle 
becomes a monstrous injustice and a serious menace to society if it is 
done for the benefit of a monopoly controlling the railways. 

Importance of Joint Cost. 

The principle of joint cost is of very great influence in. 
modern economic life. The progress of science and the deve- 
lopment of large-scale production have led to the utilization 
of many by-products previously wasted, and so have made the 
principle of joint cost of wide and increasing importance. In 
a large and increasing number of manufactured commodities 
as in many agricultural and mineral products, the law of joint 
cost rules... .Under modern conditions of industry, cost is coming 
to mean more and more joint (and not separate) cost. 

Composite Supply. 

(Prices of goods which compete on the supply side). 

i^hen a thing has several sources of production, it is said 
to have a com posite suppfy and its total supply is composed 
of the supplies from alTThe different sources ; these supplies 
from different sources are rival and competitive supplies, they 
compete with one another. 

The pri nciple of substitution operates as regards the rival 
supplies ; and a prudent man will be substituting each of the 
supplies for the other ones if that is more economical to him, 
if by that substitution he gets the required service more cheaply 
and efficiently. If this process of substitution is carried to 
its logical limits then the prices of the substitutes (i.e. rival 
supplies) will be such that a man for equal expense, purchases 
an equal amount of' satisfaction or service from each of these 
rival supplies. (But this is not always possible to the fullest 
extent in actual life. Men and women often follow custom, 
fashion — do not always act from strict rational calculation). 

Light, for example, may be secured from the use of coal 
gas, electricity or oil ; these different sources produce rival or 
competitive supplies of light. The prices of these several rival 
supplies of light are broadly fixed under the operation of the 
•principle of SubjUtitution, so that the consumer with equal 
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expense gets an equal amount of satisfaction from each of these 
sources. 

The rival or competitive supplies may be rival supplies of 
finished commodities and they may be also rival supplies of 
factors of production. For example, there are rival fibres used 
in producing ordinary printing paper. 


CHAPTER IX. 

SOME THEORIES OF VALUE. 

^^feSTSSS^^f^^lSS^that the true theory of value is 
that value is governed by utility and cost of production jointly / 
and that utility alone without scarcity (due to cost of production 
or any other cause) will not give value in exchange to a commo- 
dity, and again cost of production alone without utility will 
not give value in exchange to a commodity. 

This theory of value is worked out by Prof. Marshall 
in his Economics of Industry, and more fully in his larger 
Principles ; and he has been followed with or without modi- 
fications by a host of English and American writers. 

An account of this theory is given in chapters iii, iv, v of 
Book IV. 

Vilfrid Pareto quoted by Prof. Gide says practically the 
same thing, — "value is born of the contrast between tastes and 
obstacles." 

Other theories ofva^ue. 

There have been many other theories of value viz., utility 
theory, scarcity theory, difficulty of acquisition theory ; but 
they have some defects or other, and nearly all have been 
abandoned by recent writers. 

Utility theofifi s. 

(A) ^ theory in one form have held 

that yalueJs determined f/Miiy—of tvto d^jivUt 

h4xve the greater value" which has the greater uitlUy. 
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Criticism of utility theory, 

(1) The value of a commodity is not in proportion to its 
total utility. The total utility of salt to a man is greater than j 
the total utility of tea, yet the value in exchange of tea is greater | 
than the value in exchange of salt 

(2) Utility alone without limitation of supply will not give 
value to a commodity. (See in this connection page 366). 

The older utility theory was sometimes supplemented by 
the element of scarcity. 

(B) Scarce utility the^g^y. 

Certain economists" (Senior, Walras the elder) have held that 
value is determined by scarcity, and they consider that utility 
js implied in the idea of scarcity. Prof. Gide criticises these 
writers, and says that they give scarcity the greatest degree of 
importance. Whereas it is really secondary, utility being of the 
first importance. 

(C) Final utility theory or marginal utility theory. 

This IS an improvement upon the old utility theory dis- 
cussed above. 

The final utility theory first formulated by Dupuit and 
Gossen was created afresh by Jevons in England, Walras in 
Switzerland, Karl Menger in Austria, Clark and Patten in the 
United States. The chief exponents of this theory in Austria 
include Bohm-Bawerk and Wieser. 

The advocates of this form of the utility theory recognise 
that value is not proportionate to total utility ; they hold that 
the value of a commodity is determined by its marginal utilUy* 

They argue generally in the following manner : — 

Value is determined by subjective utility. 

The utility of each unit the commodi^ possessed by e 
man is not the same. The utility of each successive unit added 
to the stock of a man is less than that of the preceding unit : 
and the utility of the marginal unit is the least of all. 

A man will pay a value for the marginal unit equal to the 

28 
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utility of the marginal unit {i.e, equal to the marginal utility 
of the commodity to him). 

In the market each of these units possessed by the man 
has the same value, because they are interchangeable being of 
the same quality and quantity. 

So the man will pay a value for each unit of the commodity 
equal to the value he is willing to pay for the marginal unit ; 
and thus the value of the commodity will be determined by its 
marginal utility to the man. 

Now there are many purchasers of the commodity in the 
market, and also many sellers of the commodity. Prof. Gide 
holds that competition between the two_.j;^rties k willing 
to conclude a bargain, | competition, .between the buyer least 
anxious to buy and the seller least anxious to sell determines 
the market priced The Austrian school calls the buyer least 
anxious to buy and the seller least anxious to sell the marginal 
pair. (*Grenzpaar). Value in exchange of the commodity in 
the market thus coincides with final utility in the case of the 
marginal pair. 

(i) Ciders estimate of the final utility theory. 

This theory is a revival of the older theory of Senior and Walras 
in a more scientific form. Final utility is, in fact, only the scientific 
name for the scarce utility. 

''The merit of the final utility theory lies in the fact that it has 
reconciled the two older explanations, utility and scarcity by showing 
that they are inseparable, and that utility, in the economic sense of 
the word, varies with quantity; that it is, as the mathematicians say, 
a function of the quantity. 

(ii) Ely's estimate of the final utility theory. 

Prof. Ely recognises the following elements of usefulness in the 
final utility theory. “The concept of marginal utility does, however, 
aid us in understanding the causes of exchange value, because it forms 
a bridge by which' we can f)ass from definite money units in which 
exchange values are measured to the indefinite, subjective units of 
satisfaction in which we measure the utility of goods.** 

For Cassel's criticism of the marginal utility theory of value, refer 
to page 366. 

* This conception of the limiting couple has its uses, but it is not 
appropriate in many cases, e.g., where a single individual on one side 
of the market buys from or sells to a large number on the other side. 

(Por this conception and for the Austrian theoi^ of value, Smart*s 
Tf^roduction to the Theory of Value may be consulted). 
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Criticism of the final utility theory. 

(i) This theory pays attention to demand but not sufficient 
tattention to the supply side of valtue — it neglects the influence 
of cost of production on value in many ways. This is the great 
defect of the Austrians and other advocates of the final utility 
theory. 

(ii) The advocates of the marginal utility theory say that 
value is determined by marginal utility ; but they are arguing 
in a circle, for marginal utility also depends upon value. A 
man will consume many units of a commodity if its 'value is 
small, and so its marginal utility (f.e. utility of the marginal 
unit) to him will be small ; and he can afford to consume only 
a few units of the commodity if the value of the commodity is 
great, and in that case the marginal utility (t.e. utility of the 
marginal unit) of the commodity to him will be great. Marginal 
utility is thus seen to depend upon value. 

We have therefore muttuil causation — value depends upon 
marginal utility, and marginal utility depends upon value. 

II. Cost theories. 

(1) Cost of production theory of value. 

Some writers have stated that value in exchange is deter- 
mined by cost of production (including cost of labour, cost of 
raw materials, interest and depreciation on capital, also normal 
profit of the producer). 

They argue somewhat in the following manner: — 

If a commodity B has a cost of production double that of 
C, then the value of B should be double that of C. Otherwise 
it would not be profitable to produce B. Value of a thing must 
be in proportion to cost of production. 

If the value of a thing is higher than its cost of produc- 
tion competition of rival producers generally tends to bring 
the value down to the cost of production. When the value is 
lower than the cost of production, it is not profitable to produce 
the thing, — so the supply falls off till the value of the thing 
rises and covers its cost. 
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According to Ricardo, difference in quantity of labour 
causes difference in value. 

Criticism of cost of production theory, 

(i) Cost of production alone without utility will not give 
value in exchange to a commodity ; value in the case of repro- 
ducible commodities is governed jointly by utility and cost of 
production. A theory of value which neglects utility misses 
the truth, and is absolutely incomplete. 

Take the case of a small, highly complex machine with 
an enormous cost of production (say ;£io,ooo), which has no 
utility at all. Now, what will be the value in exchange of the 
machine? As the machine has no utility, nobody will give 
any sum for it^ Though the cost of production of the machine 
is ;£io,ooo, yet as it has no utility, it will have no value practi- 
cally speaking. 

(ii) The shorter the period, the greater is the influence 
of demand (utility) on value ; and the longer the period, the 
greater is the influence of cost of production on value. So the 
cost of production theory is incomplete for it does not properly 
explain short-period value where utility is more important than 
cost of production. 

(iii) Again the cost of production that has got influence 
on value is generally the marginal cost. This has to be clearly 
indicated in the theory. 

(iv) Again the relation between cost of production and 
value is not one of cause^ and effect, but one of mutual causa- 
tion, Cost of production has its influence on value ; but value 
also has its influence on cost of production. An increase in 
the value of a commodity (due to an increase in the demand 
for it) will tend to bring about an increased supply, and the 
increased supply of the commodity will be at a higher or lower 
cost of production than before according as the commodity is- 
subject to the Law of Diminishing Return or the Law of 
Increasing Retuin. 

(v) Utility (demand) is one cause of value, and the other 
is limitation of supply. This limitation of supply is hrougH 
aboui by cost of production ; and it may be brought about also* 
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^by other causes, e.g., a monopoly, or a fixed supply which can- 
not be increased (viz. rare paintings or sculptures by old 
masters, autographs of distinguished men, etc.). Value on the 
supply side depends not only on cost of production but on any 
-other cause limiting supply. 

(2) Cost of reproduction theory. 

The American economist Carey, the Italian Ferrara and 
some other economists declare that the value of a commodity at 
any time is determined not by its original cost of production 
but by the cost of reproduction of the commodity at the time 
of sale. 

A commodity may have been produced some years ago at 
the cost of ;£io per unit of the commodity ; but suppose at the 
present moment on account of certain improvements in the pro- 
cesses of production, the commodity can be now reproduced 
at the cost of £5 per unit, so the cost of reproducing the com- 
modity at present is £5 per tmit. 

These economists assert that though a certain unit of the 
commodity may have been produced some years ago at the 
cost of ;£to per unit, yet the value that yvill be paid now in the 
market for that unit of the commodity will be not the original 
cost of production {i,e, ;i£io) of that unit, but the cost of repro- 
ducing that unit at the present moment (i.e. ;£ 5 ). 

Criticism of cost of reproduction theory. 

(i) This theory also does not pay proper attention to the 
influence exercised by utility on value. 

The cost of reproducing a piece of furniture may be £So ; 
but if that kind of furniture has grown unfashionable and is no 
longer in demand, if it has no utility — ^its value in the market 
will be nothing, though its cost of reproduction is £80. If the 
utility of the piece of furniture is small, the value of fhe piece 
of furniture will be small, though its cost of reproduction may 
be great. 

(ii) Cost of reproduction exerts little direct influence on 
value, save when purchasers can conveniently wait for new 
^supplies. 
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^‘There is no connection between cost of reproduction and 
price in the cases of food in a beleagured city, of quinine the 
supply of which has run short in a fever-stricken island, of a 
picture by Raphael... of a cracked bell, of a dress material 
that has gone out of fashion or of a house in a deserted mining 
village.'* (Marshall — Principles, Book V, Chapter VII.). 

And as regards the theory of normal values, to substitute 
cost of reproduction for cost of production is to make no real 
change — for normal cost of production and normal cost of 
reproduction are convertible terms and mean the same thing. 

(3) Labour (labour cost) theory of value. 

The labour theory of value occupies an important place in 
the history of economic thought. 

*It is to be found in Adam Smith, it is emphatically,, 
asserted by Ricardo ; and Karl Marx, the great socialist leader, 
based his ‘scientific socialism' upon his version of the labour 
theory of value. 

Carey's theory is also a labour theory. 

According to advocates of the labour theory, though utility 
is the condition of value, it is certainly not the cause of value, 
and only labour is the cause of value. The value of a commo- 
dity depends upon the amount of labour required in making it. 

The attractiveness of the labour theory. 

This theory is at first sight very attractive on account of 
the following reasons : 

(i) It appears more scientific than the utility theories. It 
gives as the foundation"^ of value a precise, objective, quantita- 
tive notion (viz. labour), something that can be measured. 


* ‘‘I/abour, therefore, is the real measure of the exchange value 
of all commodities"— Adam Smith, The Wealth of Nations, Book I, 
chapter V. 

"This (i.e. labour) is really the foundation of the exchangeable 
value of all things"— Ricardo, Principles, Chapter I. 

"We see then that which determines the magnitude of the value 
of any article is the amount of labour socially necessary or the labour- 
time socially necessary for its production"— Karl Marx, Capital, Part I„ 
chapter I. 
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(2) It satisfies our sense of justice more fully than other 
theories because it bases value upon labour — it seems equitable 
that the values of different commodities should be proportional 
to the different amounts of labour required for them. 

Gide*s criticism of the labour theory of value. 

Prof. Gide in his Political Economy puts forward the 
following objections against the labour theory : 

I. Prom the moral standpoint, the labour theory is not so 
satisfactory as it appears at first sight. Labour, when it is use- 
less, and produces nothing cannot pretend to moral value. 

(As against this objection of Prof. Gide, it may be said 
that labour itself, the mere effort has moral value though it may 
produce little or no wealth in a particular case . 

II. Prom the scientific standpoint, the objections against 
the labour theory are even stronger. 

(i) If the value is supposed to be based upon the labour 
spent in producing the commodity (i.e. past labour), then the 
value of the commodity ought to be unchangeable, because the 
amount of past labour (i.e. the labour already spent in pro- 
ducing the commodity) is unchangeable, not changing with 
variation in demand. 

We however all know that the value of a commodity is 
changeable, changing with variations in the demand for it. 

To meet this objection, it has been said by some supporters 
of the labour theory of value, that value is determined not by 
past labour but by present (i.e., the labour required in repro^ 
ducing the commodity at present). “But, in that case, we are 
no longer speaking of labour as a constituent element of value, 
but of labour as a measure of value— quite a different matter.*^ 

(ii) If labour were the cause of value, then for equal 
amovints of labour there should be always equal values and for 
unequal amounts of labour unequal values. This however does 
not always happen. 

Two things which • cost the same amount of labour will 
often sell at different prices. 
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Again we often find two things which have cost unequal 
amounts of labour (e.g. a maund of wheat growing on less 
fertile land and therefore costings more labour and another 
maund of wheat grown on more fertile land and therefore 
costing less labour) will sell at the same price in the market. 

(m) If labour be the cause of value, when there is no 
labour, there would be no value. In actual fact, however, we 
often find a thing having value because it has utility though 
no labour has been spent in producing that thing. A mineral 
spring without any labour has value because it has utility ; 
and this is also the case with meteoric iron, guano deposited 
by sea-birds, etc. 

Briefly we may sum up the case against the labour theory 
of value by saying that the value of a commodity is determined 
not simply by the labour required for it, but that the value 
of a commodity is jointly governed by utility and limitation of 
supply {due to cost of production or other causes) ; and cost 
of production includes many elements of which labour is only 
one. 


Marx’s Theory of Value — ^the Socialist Theory of Value. 

Karl Marx was the most learned socialist thinker of the 
nineteenth century — and he used the labour theory of value 
with a purpose different from that of Adam Smith and Ricardo. 
Adam Smith and Ricardo supported the existing system of 
distribution of wealth ; Marx used his version of the labour 
theory of value to attack the existing distribution of wealth, 
and to give a supposed scientific basis to socialism. 

♦Karl Marx declares that ^'that rvhich determines the 
magnitude of the value^of any article is the amount of labour 
socially necessary or the labourMme socially necessary for its 
produciion.^^ The ‘socially necessary labour-time’ is the time 


• Karl Merx—CapiM, Part I, Chapter I. 

Marx adds '*A8 values, all commodities are only definite masses of 
congealed labour-time” and ”The value of a commodity varies directly 
as the quantity and inversely as the productiveness of the labour 
incorporated in it.” Each individual commodity, in this connection, is 
to be considered as an average sample of its class. 
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required by the average labourer under the existing social 
conditions, — ^the labour-time socially necessary is that required 
to produce an article under the normal conditions of produc- 
tion, and with the average degree of skill and intensity pre- 
valent at the time. The theory is that labour produces all 
value, labour costs constitute the 'natural values* of things 
and so commodities should have values in proportion to the 
labour required for them. (Marx*s conclusion from the labour 
theory of value is that as the entire value of a commodity is 
due to the labour producing it, the entire value of the com- 
modity should go to labour ; and therefore that part of the 
vs^lue of the commodity which goes in a modern society as 
interest and rent to the capitalist and the landlord means so 
much robbing of the labourers by the capitalist and the land- 
lord. Marx wants the abolition of private property in land 
and capital ; there would be then no private capitalists and 
landlords appropriating interest and profits and thus robbing 
labourers, and so the entire value of the commodity will go 
to the labourers producing it. So Marx’s theory is an attack 
upon the capitalist and the landlord classes, and an attack upon 
the existing distribution of wealth). 

Criticism of the Marxian theory of value. 

(1) In the first place Marxes theory is one-sided and in- 
complete because it neglects utility. Marx says that value is 
due only to labour, and values of things are to be measured 
by socially-necessary labour-time required for the production of 
these things. As a result of this theory, the free gifts of nature 
cannot have value for they have not cost any labour ; but as 
a matter of fact, such free gifts of nature as are limited in 
supply have value for they have utility. 

(2) It has been already pointed out that value in the 
social order as it is constituted (and not in the ideal socialist 
state of Marx) is jointly governed by utility and cost of pro- 
duction ; and cost of production includes many eleqoints (e.g. 
interest and depreciation on capital, profit for the organizer, 
etc.) of which labour is only one. It will be therefore incorrect 
to hold that value Is governed only by labour cost and not by 
other costs. 
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[Again as regards labour costs, there are differences in the 
quality of labour ; and the labour of the poet, the labour of the 
arti^^-and the labour of the common coolie (unskilled work- 
man)' cannot be reduced to a common basis of labour time as 
wanted by Marx.] 

(3) Critics of the Marxian theory of value declare that 
Marx tells us what he thinks value ought to be whereas the 
function of a scientific theory of value is to explain values that 
really exist. 

They also say that the Marxian theory of value is open to 
the further objection that in stating that the values of commo- 
dities ought to be in proportion to their labour costs, it prac- 
tically assumes what it has to prove viz, that private property 
in land and capital should be abolished. 

A note on the theory of value. 

*Value ifi the central theory of mod«rn economic science as usually 
taught in England and the United States of America. A brief account of 
the development of this theory in England, and how it has come to 
occupy its present position of importance is outlined below. 

fAdam Smith. 

Adam Smith did great work in developing the theory of Free Trade ; 
but important also was his work in connection with the theory of value. 
He was the first to make a careful and scientific inquiry into the manner 
in which value measures human motives (a) on one side measuring the 
desire of buyers who desire to purchase commodities (b) on the other 
side measuring the efforts and sacrifices of the producers, those who 
produce and sell the commodities. 

tRieardo. ^ 

The next great name is that of Ricardo. In his exposition of value 
Ricardo gave his main attention to supply and cost of production and 


* It has been pointed out already (Book IV, Chapter III) that the 
importance of the theory of value as the central theory of Economics 
is naturally more widely recognised in countries where exchanges and 
markets are highly developed than in countries and in times where 
exchanges and markets are not so developed, 
t Marshall— Appendix I. 

$ Utility^ then is not the measure of exchangeable value; although 
it is absolutely essential to it. Possessing utility, commodities derive 
their exchangeable value from two sources; from their scarcity, and- 
from the quantity of labour required to obtain them. That this (i.e. 
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in this he displayed remarkable originality and genius. He did not 
pay sufficient attention to demand and utility; *'he took utility fdr 
granted, because its influence is relatively simple.** . 

Jevons and the Austrian writers. 

Ricardo was one-sided in his emphasis upon supply and cost of 
production ; Jevons* was even more one-sided in his exaggerated 
emphasis upon demand and final utility. Ricardo somewhat neglected 
demand, Jevons and the Austrians neglected supply. 

J. S. Mfll. 

Miirs work came before that of Jevons. For a whole generation, 
MilFs influence was paramount, almost monarchical in the domain of 
economic thought. And in his theory of value, Mill claimed to have 
attained finality. “Happily there is nothing in the laws of Value which 
remain for the present or any future writer to clear up ; the theory <»f 
the subject is complete.** 

In spite of MilFs claims to finality, his theory of value has been 
sharply criticised. f His work (as compared with that of Adam Smith, 
Ricardo and his followers) had many of the essentials of a finished 
picture but still it was transitional and not final. 

He did not pay sufficient attention to the influence of demand, 
MilFs emphasis was on cost of production and supply. 

He did not clearly realize the close connection between the theories 
of domestic and international value, and lie seemed to have no idea 
of the intimate relation and fundamental similarity betw’een the theory 
of disribution and that of value. 

(His study of markets, of cost of production, of market and normal 
prices was also incomplete). 

{Alfred MenhalL 

Marshall, the greatest English economist of the present generation, 
has developed the work of Mill and his predecessors. His great contri- 
butions to the theory of value are the following ; 


labour) is really the foundation of the exchangeable value of all thingSr 
excepting those which cannot be increased by human industt^, is a 
doctrine of the utmost importance in political economy (Ricardo— 
Principles, Chapter I). 

* Jevons— Principles of Economics. 
t CaimeeSome Leading Principles. 
t Alfrod Marshall and his work. 

P. T. Homan in his Contemporary Economic Thought gives a com- 
petent and appreciative survey of MarshalFs economic work, also notices 
some of the criticisms in connection with MarshalFs economic doctrines^ 
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(z) Jevon6*s emphasis was on demand and utility, Ricardo’s and 
also Mill’s emphasis was on cost of production and supply; Marshall 
Has combined demand and supply, utility and cost of production in the 
determination of value and he has introduced the mathematical con- 
ception of mutually determining influences and how demand and supply 
and value ure mutually determined. 


’’As Marshall summarizes the mechcuiism of his system, the theory 
of value traces “a continuous thread running through and connecting 
the applications of the general theory of the equilibrium of demand and 
supply to different periods of time* from those so short that cost of 
production could exercise no direct influence on value, to those so long 
that the supply of the appliances of production could be fairly well 
adjusted to the indirect demand for them, which is derived from the 
direct demand for the commodities which they produce” (Principles of 
Economics, p. 545. The phrase is wrested from the context). “The 
theory of distribution applies the value theory to the various agents of 
production. It is “concerned with another thread of continuity, which 
lies transversely to the thread connecting different periods of time. It 
connects the various agents and appliances for production, material and 
human; and establishes a fundamental unity between them, in spite of 
their important differences of outward feature.” (Ibid., p. 660). 

“This body of theory, extending, modifying, and developing the 
classical doctrines, constitutes the main doctrinal content of the neo- 
classical school of economic theory, of -which Marshall may be considered 
the founder. lyike the classical writers, Marshall centers his analysis 

about the problem of exchange values The vital center of his 

system of thought consists of an extension of the notion of the equili- 
brium of demand and supply, to the end of demonstrating the complete 
interdependence of the price system, and the fundamental unit^' in 
principle of all economic values. The whole economic order is made to 
appear as a sort of “solar system of balance and counterpoise,” held 
together in a “fundamental symmetry.” 

In displaying this picture of economic symmetry, Marshall’s 
principal tool is marginal analysis, particularly the principle of substitu- 
tion at the margin. With the aid of this tool he accomplishes a con- 
vincing presentation of the forces which regulate the demand for 
commodities and the supply of them ; which elicit the supply and adjust 
the uses of the various factors of production; and which determine the 
prices of commodities and the incomes of persons. The all-embracing 
unity of his thought is most clearly apparent in the enlightening idea 
that the agents of production are simultaneously rivals for employment 
and the field of employment for other agents. It is apparent, also, in 
the conception of the national dividend as at once the total product of 
a country and the total source of demand for products. 

.... Yet today, there is hardly a single concept, assumptiem, or 
•doctrine of his system that is not under attack, from one quarter or 


another. 

.... Marshall’s work is not, however, ready for the requiem and 
“taps.” It is imbedded in most of the economic theory upon which the 
present generation of students is being raised. 

.... It may be possible to place the implications of Marshalls 
system 111 a strengto light by ^raising certain questions : Can the t^rm. 
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(2) And most important of all, Marshall definitely and permanently 
established value as the central theory of Bconomics — ^in his Principles, 
Book III deals with Consumption (Demand) ; Book IV deals with 
Production (Supply) ; in Book V Demand and Supply are brought into- 

•‘utility*’ do service for both “desire** and “satisfaction**? Does he not 
tacitly assume d high degree of rationality in men as a basis of his 
reasoning? Can money serve at once as a measure of motive and a 
measure of satisfaction, even for homogeneous groups ? Can any 
approximation to equality between money costs and “real** costs be 
properly assumed ? Can the equilibrium of prices be assumed to 
represent roughly an equilibrium of “real** forces, of human desires and 
human distaste for further effort? Is competition the principal regulator 
of economic activity? Are the processes of change sufficiently regular 
to permit even a rough equalitj^ between prices and money costs? Can 
a system developed by deductive reasoning be made compatible with 
his views on the biological character of social change? Is modern 
business properly to be treated from the point of view of production 
rather than of acquisition ? Does the conception of normal equilibrium 
of supply and demand lumish an adequate basis for investigating modern 
economic problems, even those of prices and incomes? Is the “repre- 
sentative •firm** adequate for explaining the relation between costs and 
prices? Are there not innumerable incomes based upon privilege or 
special advantage of one sort or another that do not fall within the 
conventional categories ? Is the idea of normal profits and normal wages 
tenable in the modern world? Are the ideas of equilibrium and of 
normality applicable in any scientific sense to the life of society? . . . 

It really is of secondary importance how permanent or how 

“true** his theoretical system is. It is of much more moment that 
Marshall’s intellectual powers, amounting to genius, should have been 
brought to bear upon an analysis of the functioning of the economic 
system. Time may, as he apprehended, render his theories obsolete. 
But time cannot change the fact that his insight has illuminated manv 
problems; or that his scientific integrity has been the model and the 
inspiration of a new generation of economists ; or that his humane spirit 
has speeded the search for ways and means to cope with the pressing 
problems of modern economic life.**— Contemporary Economic Thought, 
1928, pages 262-277. 

Marshall wrote for his own generation. He was a great economist. 
Also a great man by virtue of his extreme intellectual sincerity and 
burning social passion. He could not fail to realize that there was no 
finality in economics, in any social science, in any branch of human 
knowledge.. He never claimed finality for his own economic work. 
When once he gave a copy of his famous book to a pupil, inscribed 
“To — , in the hope that in due course he will render this treatise 
obsolete,** this was not a piece of mock modesty {Memorials of Alfred 
Marshall, page 58). 

Writing during the World War to Prof. C. R. Pay and speaking about 
the future, Marshall remarks “1920-1970 will, I expect, be the time for 
historians. 

It drives me 'Wild to think bf it. I believe it will make my poor 
Principles, with a lot of poor comrades, into waste paper** — Memorials of 
Alfred Marshall, pages 489^90. 
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relation with each other and the balancing of Demand and Supply and 
Value are discussed; the same theory of value as applied to commodi- 
ties in Book V is applied to the valuation of services (of Land, Labour, 
Capital and Organization) in Book VI on Distribution — Consumption, 
Production, Value of commodities and Valuation of services (Distribu- 
tion) are thus found in Marshall as mutually related and dependent 
parts of Economics, (and not as isolated, unconnected departments as 
in the earlier writers). He has given a unity to Economic Science 
which it did not formerly possess. Value is the central theory of the 
Science applicable tS the exchange of commodities and of services in 
domestic, and international markets. 

Marshall's exhaustive and illuminating study of markets, of market 
and normal values when different periods of time are taken into consi- 
deration, and his acute analysis of cost of production are other important 
and notewortx^y contributions to the theory of Value. 

This is the substance of what the followers of Marshall say as regards 
Marshall's work in value theory. 

(Refer to Memorials of Alfred Marshall for a careful study of 
Marshall's work in economic theory by J. M. Keynes, a distinguished 
and enthusiastic Marshallian). 






